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With Conforming Changes 
as o f May 1, 2004
This edition of the AICPA Audit and Accounting Guide Property and 
Liability Insurance Companies, which was originally issued in 1990, 
has been modified by the AICPA staff to include certain changes neces­
sary because of the issuance of authoritative pronouncements since the 
Guide was originally issued (see page v). The changes made in the current 
year are identified in a schedule in appendix Z o f the Guide. The changes 
do not include all those that might be considered necessary if the Guide 
were subjected to a comprehensive review and revision.
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N O TICE TO  READERS
T h is  A IC P A  A u d it and A ccounting  Guide has been prepared by the A IC P A  
P roperty  and L ia b ility  Insurance Companies Task Force to assist p reparers o f 
fin a n c ia l sta tem ents in  p repa ring  fin a n c ia l sta tem ents in  con fo rm ity  w ith  
genera lly  accepted accounting p rinc ip les and to assist aud ito rs  in  a u d itin g  and 
rep o rting  on such fin a n c ia l sta tem ents in  accordance w ith  genera lly  accepted 
a u d itin g  standards.
The A IC P A  A ccounting S tandards Executive C om m ittee has found th is  Guide 
to  be consistent w ith  e x is ting  standards and p rinc ip les  covered by Rules 202 
and 203 o f the  A IC P A  Code o f P rofessional Conduct. A IC P A  m embers should 
be prepared to  ju s t ify  departures from  the  accounting guidance in  th is  Guide.
T h is  A IC P A  A u d it and Accounting  Guide, w h ich  conta ins a u d itin g  guidance, 
is an In te rp re tive  P ub lica tion  p u rsuan t to SAS No. 95, G e n e ra lly  A cce p te d  
A u d it in g  S ta n d a rd s . In te rp re tive  pub lica tions are recom m endations on the 
app lica tion  o f SASs in  specific circum stances, in c lu d in g  engagements fo r e n ti­
ties in  specialized industries . In te rp re tive  pub lica tions are issued under the 
a u th o rity  o f the  A u d itin g  Standards Board. The m embers o f the  A u d itin g  
S tandards Board have found th is  G uide to  be consistent w ith  e x is tin g  SASs.
The a u d ito r should be aware o f and consider in te rp re tive  pub lica tions app lica­
ble to  h is  or he r a ud it. I f  the a u d ito r does no t app ly the a u d itin g  guidance 
included in  an applicable in te rp re tive  pub lica tion , the  a u d ito r should be p re ­
pared to  exp la in  how he or she com plied w ith  the SAS provisions addressed by 
such a u d itin g  guidance.
Public Accounting Firms Registered W ith the PCAO B
Subject to  the  Securities and Exchange Com m ission (Com m ission) oversight, 
Section 103 o f the  Sarbanes-O xley A c t (Act) authorizes the  P ub lic  Com pany 
A ccounting O vers ight Board (PCAOB) to  estab lish  a u d itin g  and re la ted  a t­
tes ta tion , q u a lity  contro l, ethics, and independence standards to  be used by 
reg istered pub lic  accounting firm s  in  the  p repa ra tion  and issuance o f a u d it 
reports as requ ired  by the A c t or the  ru les o f the  Com m ission. According ly, 
pub lic  accounting firm s  reg istered  w ith  the PCAOB are requ ired  to  adhere to 
a ll PCAOB standards in  the aud its  o f issuers, as defined by the  A ct, and o ther 
en titie s  when prescribed by the ru les o f the Com m ission. See the  “Preface” o f 
th is  Guide fo r fu rth e r  in fo rm a tion .
M a rk  M . B ie ls te in , C h a ir  John A. Fogarty, C h a ir
A c c o u n tin g  S ta n d a rd s  E x e c u tiv e  C o m m itte e  A u d it in g  S ta n d a rd s  B o a rd
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T e c h n ic a l M a n a g e r  T e c h n ic a l M a n a g e r
A c c o u n tin g  a n d  A u d it in g  P u b lic a t io n s  A c c o u n tin g  S ta n d a rd s
T his  e d ition  o f the A u d it and A ccounting  Guide P ro p e r ty  a n d  L ia b i l i t y  
In s u ra n c e  C o m p a n ie s  has been m od ified  by the  A IC P A  s ta ff to  include 
certa in changes necessary due to the issuance o f au thorita tive  pronounce­
m ents since the Guide was o rig in a lly  issued. T h is G uide re flects re levan t 
guidance contained in  a u thorita tive  pronouncements through M ay 1 , 2004:
•  F A S B  S ta te m e n t N o. 150, A c c o u n t in g  f o r  C e r ta in  F in a n c ia l  
In s tru m e n ts  W ith  C h a ra c te r is t ic s  o f  B o th  L ia b i l i t ie s  a n d  E q u ity ,  and 
revised FASB S tatem ents issued from  M ay 1, 2003 th rough  M ay 1, 
2004, in c lu d ing
—  FASB S tatem ent No. 132 (rev ised  2003), E m p lo y e rs ’ D is c lo s u re s  
A b o u t  P e n s io n s  a n d  O th e r  P o s tre t ire m e n t B e n e fits
•  FASB In te rp re ta tio n  No. 46 (revised December 2003), C o n s o lid a t io n  
o f  V a r ia b le  In te re s t E n t it ie s
•  FASB Technical B u lle tin  01-1, E ffe c tiv e  D a te  f o r  C e r ta in  F in a n c ia l  
In s t itu t io n s  o f  C e r ta in  P ro v is io n s  o f  S ta te m e n t 14 0  R e la te d  to  th e  
Is o la t io n  o f  T ra n s fe rre d  F in a n c ia l A sse ts
•  FAS B E m erg ing  Issues T ask Force (E IT F ) consensus positions 
adopted a t m eetings o f the  E IT F  held  th rough  M arch  2004
•  Practice B u lle tin  (PB) No. 15, A c c o u n tin g  by the  Is s u e r o f  S u rp lu s  N o tes
•  SAS No. 101, A u d it in g  F a i r  V a lu e  M e a s u re m e n ts  a n d  D is c lo s u re s
•  SOP 03-5, F in a n c ia l H ig h l ig h ts  o f  S e p a ra te  A c c o u n ts : A n  A m e n d m e n t 
to  th e  A u d i t  a n d  A c c o u n tin g  G u id e  A u d its  o f Investm ent Companies
•  SSAE No. 12, A m e n d m e n t to  S ta te m e n t on  S ta n d a rd s  f o r  A t te s ta t io n  
E ng ag em e n ts  N o . 10, A ttesta tion  Standards: Revision and Recodification
•  SSARS No. 9, O m n ib u s  S ta te m e n t o n  S ta n d a rd s  f o r  A c c o u n tin g  a n d  
R e v ie w  S e rv ice s— 2 0 0 2
•  P ub lic  Com pany Accounting  O vers igh t Board (PCAOB) A u d itin g  
S tandard  No. 1, R efe rences in  A u d ito r s ’ R e p o rts  to  th e  S ta n d a rd s  o f  
th e  P u b lic  C o m p a n y  A c c o u n tin g  O v e rs ig h t B o a rd
Users o f th is  Guide should consider pronouncem ents issued subsequent 
to those lis ted  above to  determ ine th e ir  effect on en titie s  covered by th is  
Guide. The changes made d u rin g  the m ost recent update are ide n tifie d  in  
a schedule in  A ppend ix Z o f the  G uide. The changes do n o t  inc lude  a ll 
those th a t m ig h t be considered necessary i f  the  Guide were subjected 
to  a com prehensive rev iew  and rev is ion .
This publication includes in fo rm ation  from  the fo llow ing: Practice B u lle tin  
(PB) No. 15, A c c o u n t in g  by  th e  Is s u e r  o f  S u rp lu s  N o te s , S ta tem ent o f 
P osition  (SOP) A u d it in g  P ro p e rty  a n d  L ia b i l i t y  R e in su ra n ce , SOP 92-4, 
A u d it in g  In s u ra n c e  E n t it ie s ’ Loss  Reserves, SOP 92-5, A c c o u n tin g  fo r  
F o re ig n  P ro p e rty  a n d  L ia b i l i t y  R e insu ran ce , SOP 92-8, A u d it in g  P ro p e rty  /  
C a s u a lty  In s u ra n c e  E n t it ie s ’ S ta tu to ry  F in a n c ia l S ta te m e n ts  A p p ly in g  
C e rta in  R e q u ire m e n ts  o f  the  N A IC  A n n u a l S ta te m e n t In s tru c tio n s , SOP 
93-8, T he  A u d ito r ’s C o n s id e ra tio n  o f  R e g u la to ry  R is k -B a s e d  C a p ita l f o r  L ife  
In s u ra n c e  E n te rp ris e s , SOP 94-1, In q u ir ie s  o f  S ta te  In s u ra n c e  R e g u la to rs , 
SOP 94-5, D isc lo su re s  o f  C e rta in  M a tte rs  in  the  F in a n c ia l S ta te m e n ts  o f  
In s u ra n c e  E n te rp r is e s , SOP 95-5, A u d it o r ’s R e p o r tin g  o n  S ta tu to ry  
F in a n c ia l S ta te m e n ts  o f  In s u ra n c e  E n te rp r is e s , SOP 97-3, A c c o u n tin g  by
(c o n tin u e d )
In s u ra n c e  a n d  O th e r E n te rp ris e s  fo r  In s u ra n c e -R e la te d  A ssessm ents, SOP 
98-6, R e p o rtin g  on  M a n a g e m e n t’s A ssessm ent P u rs u a n t to  the  L ife  In s u ra n c e  
E th ic a l M a rk e t C o n d u c t P ro g ra m  o f  the  In s u ra n c e  M a rk e tp la c e  S ta n d a rd s  
A sso c ia tio n , SOP 98-7, D e p o s it A c c o u n tin g : A c c o u n tin g  fo r  In s u ra n c e  a n d  
R e in s u ra n c e  C o n tra c ts  T h a t D o  N o t T ra n s fe r  In s u ra n c e  R is k , and SOP 01-5, 
A m e n d m e n ts  to  S p e c ific  A IC P A  P ron ou nce m e n ts  fo r  C hanges R e la te d  to  the  
N A IC  C o d ific a tio n . Recent pronouncements, inc lud ing  SOP 01-5, have 
amended some o f the aforementioned orig ina l lite ra tu re  th a t has been 
included in  th is  p ub lica tion  fo r easy reference.
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Preface
T his A u d it and Accounting  Guide, w h ich  supersedes the  1966 A IC P A  In du s­
t r y  A u d it Guide, A u d its  o f  F ir e  a n d  C a s u a lty  In s u ra n c e  C o m p a n ie s  and the 
statem ents o f position  (SOPs) th a t amend th a t Guide (except fo r the SOP 
A u d it in g  P ro p e r ty  a n d  L ia b i l i t y  R e in s u ra n c e  w h ich  has been incorporated in to  
C hapter 6 o f th is  Guide), has been prepared to assist the independent a ud ito r 
in  a u d itin g  and rep o rting  on fin a n c ia l statem ents o f p rope rty  and lia b ility  
insurance companies. T h is  Guide describes opera ting  conditions and a ud itin g  
procedures un ique to  the  insurance in d u s try  and illu s tra te s  the fo rm  and 
content o f fin an c ia l statem ents and disclosures fo r p rope rty  and lia b ility  
insurance companies, va rious pools, syndicates, and o ther o rganizations such 
as pub lic  e n tity  r is k  pools. C hapter 1 discusses the na tu re , conduct, and 
regu la tion  o f the  insurance ind us try . Am ong the o ther s ign ifican t areas d is­
cussed in  th is  Guide are—
•  A u d it considerations, in c lu d in g  a discussion o f the assessment o f 
contro l risk .
•  The p rem ium  cycle, in c lu d ing  a discussion o f ra tin g , transactions, 
accounting practices, and special r is k  considerations.
•  The claim s cycle, in c lu d ing  a discussion o f accounting practices and 
special r is k  considerations.
•  The investm en t cycle, in c lu d ing  a discussion o f regu la tion , various 
investm en t a lte rna tives, accounting practices, and special r is k  consid­
erations.
•  Reinsurance, inc lu d ing  a discussion o f the  k inds  o f re insurance, ac­
coun ting  practices, ceded reinsurance, and assumed reinsurance.
•  Taxes, in c lu d in g  both  federa l and state.
•  D ifferences between s ta tu to ry  accounting practices (SAP) and gener­
a lly  accepted accounting p rincip les.
In  add ition , A ppend ix B discusses contro l a c tiv itie s  and a u d itin g  objectives and 
procedures.
The specialized genera lly  accepted accounting p rinc ip les to  be fo llow ed by 
p rope rty  and lia b il ity  insurance companies are included in  the  F inanc ia l 
Accounting  Standards Board (FASB) C u r re n t T e x t a t section In6 . Discussions 
o f accounting in  th is  Guide are genera lly  in tended to  re fe r to  a u th o rita tive  
lite ra tu re . D iscussions o f s ta tu to ry  accounting practices are m entioned i f  they 
d iffe r from  genera lly  accepted accounting p rinc ip les. Some s ign ifican t d iffe r­
ences between genera lly  accepted accounting p rinc ip les and s ta tu to ry  account­
in g  practices are discussed also in  C hapter 1.
P ublic  e n tity  r is k  pools are requ ired  to  fo llow  the  accounting and fin an c ia l 
rep o rting  requ irem ents o f G overnm enta l A ccounting Standards Board (GASB) 
S tatem ent No. 10, A c c o u n tin g  a n d  F in a n c ia l R e p o r tin g  fo r  R is k  F in a n c in g  a n d  
R e la te d  In s u ra n c e  Issue s , as amended and in te rp re ted  by various GASB pro ­
nouncements.* T ha t S tatem ent is based p r im a r ily  on FASB S tatem ent No. 60,
*The G ove rnm enta l A ccoun ting  S tandards B oard  (G ASB) has issued GASB S ta te m en t No. 34, 
B asic  F in a n c ia l S tatem ents— a n d  M anagem ent’s D iscussion  a nd  A n a ly s is —fo r  S tate a n d  Loca l Gov­
ernm ents. T h a t S ta te m en t fu n d a m e n ta lly  changes th e  fo rm a t and con ten t o f fin a n c ia l s ta tem en ts fo r 
a ll s ta te  and loca l go vernm enta l e n titie s , in c lu d in g  p u b lic  e n tity  r is k  pools, and becomes effective  in  
th re e  phases depend ing on an e n tity ’s to ta l a n n u a l revenues (as spe c ifica lly  de fined) in  th e  f ir s t  fisca l 
ye a r en d ing  a fte r Jun e  15, 1999. The f ir s t  im p le m e n ta tio n  phase is  fo r fin a n c ia l s ta tem en ts  fo r 
periods be g in n in g  a fte r Jun e  15, 2001, th e  second im p le m e n ta tio n  phase is  fo r fin a n c ia l s ta tem ents 
fo r periods be g in n in g  a fte r June  15, 2002, and th e  th ir d  im p le m e n ta tio n  phase is  fo r fin a n c ia l 
sta tem en ts fo r  periods b e g in n in g  a fte r Jun e  15, 2003. F o r a ll phases, e a rlie r a p p lica tio n  is encour­
aged. Special tra n s itio n  p rov is ions  ap p ly  fo r com ponent u n its .
AAG-PLI
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A c c o u n tin g  a n d  R e p o r tin g  by In s u ra n c e  E n te rp r is e s , and re la ted  pronounce­
m ents b u t includes ce rta in  accounting and fin a n c ia l rep o rting  requ irem ents 
th a t d iffe r from  FASB S tatem ent No. 60. As discussed in  C hapter 1, m any 
pub lic  e n tity  r is k  pools are no t subject to  the  same regu la tion  as p rope rty  and 
lia b il ity  insurance companies.
The N a tio n a l Association o f Insurance Com m issioners (N A IC ) co n tin ua lly  
m on itors s ta tu to ry  accounting practices fo r insurance companies. Through 
various com m ittees, such as the N A IC  E m erg ing  A ccounting  Issues W ork ing  
Group, i t  makes recom m endations to  sta te  insurance departm ents regard ing  
changes in  s ta tu to ry  accounting and reporting . The N A IC  codified s ta tu to ry  
accounting practices fo r ce rta in  insurance enterprises re su ltin g  in  an A c c o u n t­
in g  P ra c tic e s  a n d  P ro c e d u re s  M a n u a l (the  revised M anua l). The insurance law s 
and regu la tions o f the states requ ire  insurance companies dom iciled in  those 
states to com ply w ith  the  guidance provided in  the N A IC  revised M anua l except 
as prescribed o r p e rm itted  by state law . A ll states requ ire  insu re rs  to  com ply 
w ith  most, i f  no t a ll, provisions o f the revised M anua l. States have adopted the  
revised M anua l in  whole o r in  p a rt as an e lem ent o f prescribed s ta tu to ry  
accounting practices in  those states. If ,  however, the  requ irem ents o f sta te  laws, 
regu la tions, and a d m in is tra tive  ru les d iffe r from  the guidance provided in  the 
revised M anua l o r subsequent revisions, those sta te  laws, regu la tions, and 
a d m in is tra tive  ru les w ill take  precedence. The N A IC  p ub lica tion  S ta te s ’ P re ­
s c r ib e d  D iffe re n c e s  f ro m  N A IC  S ta tu to ry  A c c o u n tin g  P ra c tic e s , describes by 
state, the differences from  the revised M anua l.
As issues are resolved, am endm ents to  th is  Guide m ay be issued by the 
A IC P A , o r pronouncem ents m ay be issued by the  FASB or GASB.
Effective Date
The a u d itin g  provisions o f th is  Guide are effective fo r aud its  o f fin an c ia l 
sta tem ents o f p rope rty  and lia b ility  insurance companies fo r periods beg inn ing  
on or a fte r December 15, 1990.
Substantial Changes to Audit Process Proposed
(Note: This discussion is not applicable to public accounting firm s registered w ith  
the Public Company Accounting O versight Board and th e ir associated persons in  
connection w ith  th e ir audits o f issuers as defined by the Sarbanes-Oxley Act, and 
other entities when prescribed by the rules o f the Securities and Exchange 
Commission.)
The A IC P A ’s A u d itin g  Standards Board (ASB) has issued an exposure d ra ft 
proposing seven new S tatem ents on A u d itin g  S tandards (SASs) re la tin g  to  the  
a u d ito r’s r is k  assessment process fo r aud its  o f non-issuers. The ASB believes 
th a t the requ irem ents and guidance provided in  the  proposed SASs, i f  adopted, 
w ou ld  re s u lt in  a su bstan tia l change in  a u d it practice and in  m ore effective 
aud its . The p rim a ry  objective o f the proposed SASs is to  enhance a ud ito rs ’ 
app lica tion  o f the a u d it r is k  model in  practice by req u irin g :
•  A  more in -dep th  understand ing  o f the e n tity  and its  environm ent, 
in c lu d ing  its  in te rn a l contro l, th a t w ould  be tte r enable the a u d ito r to 
id e n tify  the  risks  o f m a te ria l m issta tem ent in  the fin a n c ia l statem ents 
and any steps the e n tity  is ta k in g  to  m itig a te  them .
•  A  m ore rigorous assessment o f the  risks  o f m a te ria l m issta tem ent o f 
the  fin a n c ia l sta tem ents based on th a t understand ing .
•  Im proved linkage  between the assessed risks  o f m a te ria l m issta te ­
m en t and the  n a tu re , tim in g  and exten t o f a u d it procedures perform ed 
in  response to  those risks.
AAG-PLI
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The exposure d ra ft consists o f the  fo llow ing  proposed SASs:
•  A m e n d m e n t to  S ta te m e n t o n  A u d it in g  S ta n d a rd s  N o . 9 5 , G enera lly 
Accepted A u d itin g  S tandards
•  A u d it  E v id e n c e
•  A u d it  R is k  a n d  M a te r ia l i ty  in  C o n d u c tin g  a n  A u d it
•  P la n n in g  a n d  S u p e rv is io n
•  U n d e rs ta n d in g  th e  E n t i t y  a n d  I t s  E n v iro n m e n t a n d  A ss e s s in g  th e  
R is k s  o f  M a te r ia l M is s ta te m e n t
•  P e r fo rm in g  A u d it  P ro c e d u re s  in  R esponse to  A ssessed R is k s  a n d  E v a lu ­
a t in g  th e  A u d i t  E v id e n c e  O b ta in e d
•  A m e n d m e n t to  S ta te m e n t on  A u d it in g  S ta n d a rd s  N o . 39 , A u d it Sam pling
The proposed SASs estab lish  standards and p rovide guidance concerning the 
a ud ito r’s assessment o f the  risks  o f m a te ria l m issta tem ent in  a fin an c ia l sta te­
m ent a ud it, and the  design and perform ance o f a u d it procedures whose natu re , 
tim in g , and exten t are responsive to  the  assessed risks. A d d itio n a lly , the 
proposed SASs estab lish  standards and provide guidance on p la nn ing  and 
supervision, the  n a tu re  o f a u d it evidence, and eva lua ting  w he ther the  a u d it 
evidence obta ined affords a reasonable basis fo r an op in ion  regard ing  the 
fin a n c ia l sta tem ents under aud it. Readers should be a le rt to  fu rth e r  progress 
on these proposed standards and can access them  a t A IC P A  O nline  (www. 
aicpa.org).
A pplicability  of Requirem ents of the Sarb an es-O xley  
Act of 2 0 0 2 , Related Securities and Exchange  
Com m ission Regulations, and Standards of the Public 
Com pany Accounting O versight Board
P ub lic ly -he ld  companies and o ther “ issuers” (see d e fin itio n  below) are subject 
to  the provis ions o f the  Sarbanes-Oxley A ct o f  2002 (Act) and re la ted  Securities 
and Exchange Com m ission (SEC) regu la tions im p lem en ting  the Act. T h e ir 
outside aud ito rs  are also subject to  the provisions o f the  A c t and to  the  ru les 
and standards issued by the  P ub lic  Com pany A ccounting  O vers igh t Board 
(PCAOB).
Presented below is a sum m ary o f ce rta in  key areas addressed by the  A ct, the 
SEC, and the PCAOB th a t are p a rtic u la rly  re levan t to  the p repa ra tion  and 
issuance o f an issuer’s fin a n c ia l sta tem ents and the  p repa ra tion  and issuance 
o f an a u d it repo rt on those fin an c ia l statem ents. However, the provisions o f the 
Act, the  regu la tions o f the  SEC, and the  ru les and standards o f the  PCAOB are 
num erous and are n o t a ll addressed in  th is  section o r in  th is  Guide. Issuers and 
th e ir  aud ito rs  should understand the  provisions o f the  A ct, the  SEC regu la tions 
im p lem en ting  the Act, and the ru les and standards o f the  PCAOB, as applicable 
to  th e ir  circum stances.
D e f in it io n  o f  a n  Is s u e r
The A c t states th a t the  te rm  “ issuer” means an issuer (as defined in  section 
3 o f the  Securities Exchange A c t o f 1934 (15 U.S.C. 78c)), the securities o f 
w h ich  are reg is te red  u n d e r section 12 o f th a t A c t (15 U .S.C . 781), o r th a t 
is requ ired  to  file  reports  under section 15(d) (15 U.S.C. 78o(d)), or th a t 
files  o r has file d  a re g is tra tio n  sta tem ent th a t has not ye t become effective 
under the  Securities A c t o f 1933 (15 U.S.C. 77a e t seq.), and th a t i t  has not 
w ithd ra w n .
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ru les o f the  SEC (co llective ly  re fe rred  to  in  th is  Guide as “ issuers” or 
“ issuer” ) and th e ir  pub lic  accounting firm s  (who m ust be reg istered w ith  
the  PCAOB) are subject to  the  provisions o f the  A ct, im p lem en ting  SEC 
regula tions, and the ru les and standards o f the PCAOB, as appropriate .
Non-issuers are those e n titie s  no t subject to  the  A c t or the ru les o f the  SEC.
G uidance for Issuers
M an ag em ent A ssessm en t of In ternal Control
As d irected by Section 404 o f the  A ct, the SEC adopted f in a l ru les re q u irin g  
companies subject to  the  rep o rting  requ irem ents o f the Securities Exchange 
A c t o f 1934, o ther th a n  reg istered investm en t companies and ce rta in  o ther 
en titie s , to include in  th e ir  annua l reports  a rep o rt o f m anagem ent on the  
company’s in te rn a l contro l over fin a n c ia l reporting . See the SEC web site a t 
w w w.sec.gov/ru les/final/33-8238.htm  fo r the fu ll te x t o f the  regu la tion .
The SEC ru les c la r ify  th a t m anagem ent’s assessment and rep o rt is lim ite d  to 
in te r n a l c o n tro l o v e r f in a n c ia l re p o r t in g . The SEC’s d e fin itio n  o f in te rn a l 
contro l encompasses the  C om m ittee o f Sponsoring O rganiza tions o f the  T read­
w ay Com m ission (COSO) d e fin itio n  b u t the  SEC does not m andate th a t the 
e n tity  use COSO as its  c r ite r ia  fo r ju d g in g  effectiveness.
U nder the  SEC ru les, the company’s annua l 10-K m ust include:
1. M anagem ent’s A n nu a l R eport on In te rn a l C on tro l O ver F inanc ia l 
R eporting
2. A tte s ta tio n  R eport o f the Registered P ublic Accounting  F irm
3. Changes in  In te rn a l C on tro l O ver F inanc ia l R eporting
The SEC ru les also requ ire  m anagem ent to  evaluate any change in  the  e n tity ’s 
in te rn a l contro l th a t occurred d u rin g  a fisca l q u a rte r and th a t has m a te ria lly  
affected, or is  reasonably lik e ly  to  m a te ria lly  affect, the e n tity ’s in te rn a l contro l 
over fin a n c ia l reporting .
A u d it Com m ittees an d  C o rp o rate  G o v e rn a n ce
Section 301 o f the A ct establishes requirem ents related to the makeup and the 
responsibilities o f an issuer’s a ud it committee. Am ong those requirem ents—
•  Each m em ber o f the  a u d it com m ittee m ust be a m em ber o f the board 
o f d irectors o f the  issuer, and otherw ise be independent.
•  The a u d it com m ittee o f an issuer is d ire c tly  responsible fo r the ap­
po in tm ent, com pensation, and oversigh t o f the  w o rk  o f any reg istered 
pub lic  accounting f irm  employed by th a t issuer.
•  The a u d it com m ittee sha ll estab lish  procedures fo r the “rece ip t, re ten ­
tio n , and tre a tm e n t o f com pla ints” received by the  issuer regard ing  
accounting, in te rn a l controls, and aud iting .
In  A p r il 2003, the SEC adopted a ru le  to  d irec t the na tio na l securities ex­
changes and na tio na l securities associations to  p ro h ib it the  lis tin g  o f any 
security  o f an issuer th a t is no t in  compliance w ith  the  a u d it com m ittee 
requirem ents m andated by the  Act.
D isclosure  of A u d it Com m ittee F in an cia l Exp ert and  
C o d e  of Ethics
In  Ja nu ary  2003, the  SEC adopted am endm ents re q u irin g  issuers, o the r th an  
reg is te red  in ve s tm e n t com panies, to  inc lu de  tw o  new  types o f d isclosures in
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th e ir  annua l reports  file d  p u rsuan t to  the Securities Exchange A c t o f 1934. 
These am endm ents conform  to Sections 406 and 407 o f the  A c t and re la te  to 
disclosures concerning the  a u d it com m ittee ’s fin a n c ia l expert and code o f ethics 
re la tin g  to  the companies’ officers. A n  am endm ent specifies th a t these disclo­
sures are on ly  requ ired  fo r annua l reports.
Certification  of D isclosure  in a n  Issu er's  Q u a rte rly  an d  
A n n u a l Reports
Section 302 o f the  A c t requires the  C h ie f Executive O ffice r (CEO) and C h ie f 
F inanc ia l O ffice r (CFO) o f each issuer to  prepare a s ta tem ent to  accompany the 
a u d it re p o rt to  ce rtify  the  “appropriateness o f the  fin a n c ia l sta tem ents and 
disclosures contained in  the  period ic report, and th a t those fin a n c ia l s ta te ­
m ents and disclosures fa ir ly  present, in  a ll m a te ria l respects, the operations 
and fin a n c ia l cond ition  o f the  issuer.”
In  A ugust 2002, the  SEC adopted f in a l ru les fo r C e rtifica tio n  o f D isclosure in  
Com panies’ Q u a rte rly  and A n nu a l Reports in  response to  Section 302 o f the 
Act. CEOs and CFOs are now requ ired  to  c e rtify  the  fin a n c ia l and o ther 
in fo rm a tio n  conta ined in  q u a rte rly  and annua l reports.
Im proper Influence on C onduct of A udits
Section 303 o f the A c t makes i t  u n la w fu l fo r any o fficer or d irec to r o f an issuer 
to  take  any action to  fra u d u le n tly  in fluence, coerce, m an ipu la te , o r m islead any 
a u d ito r engaged in  the  perform ance o f an a u d it fo r the purpose o f rende ring  
the  fin a n c ia l sta tem ents m a te ria lly  m islead ing. In  A p r il 2003, the  SEC adopted 
ru les im p lem en ting  these provisions o f the  Act.
D isclosures in P eriod ic Reports
Section 401(a) o f the  A c t requires th a t each fin a n c ia l repo rt o f an issuer th a t 
is  requ ired  to  be prepared in  accordance w ith  genera lly  accepted accounting 
p rinc ip les (GAAP) sha ll “re flec t a ll m a te ria l correcting  ad justm ents . . .  th a t 
have been id e n tifie d  by a reg istered accounting f irm  . . . . ”  In  add ition , “each 
annua l and q u a rte rly  fin an c ia l re p o r t . . . sha ll disclose a ll m a te ria l off-balance 
sheet transactions” and “o ther re la tionsh ips” w ith  “unconsolidated e n titie s ” 
th a t m ay have a m a te ria l cu rren t or fu tu re  effect on the  fin a n c ia l cond ition  o f 
the issuer.
In  Ja nu ary  2003, the SEC adopted ru les th a t requ ire  disclosure o f m a te ria l 
off-balance sheet transactions, arrangem ents, obligations, and o the r re la tio n ­
ships o f the  issuer w ith  unconsolidated en titie s  o r o the r persons, th a t m ay have 
a m a te ria l cu rre n t o r fu tu re  effect on fin an c ia l condition, changes in  fin an c ia l 
cond ition, resu lts  o f operations, liq u id ity , cap ita l expenditures, cap ita l re ­
sources, or s ign ifican t components o f revenues o r expenses. The ru les requ ire  
an issuer to  provide an exp lanation  o f its  off-balance sheet arrangem ents in  a 
separate ly captioned subsection o f the M anagem ent’s D iscussion and A na lys is  
section o f an issuer’s disclosure documents.
G uidance for Auditors
The A c t m andates a num ber o f requ irem ents concerning aud ito rs  o f issuers, 
inc lud ing  m andatory reg istra tion  w ith  the PCAOB, the setting o f aud iting  stand­
ards, inspections, investigations, d isc ip linary proceedings, prohib ited ac tiv itie s , 
p a rtn e r ro ta tion , and reports  to  a u d it com m ittees, among others. A u d ito rs  o f 
issuers should fa m ilia rize  them selves w ith  applicable provisions o f the  A c t and 
the standards o f the PCAOB. The PCAOB continues to establish rules and 
standards im plem enting provisions o f the A ct concerning the auditors o f issuers.
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A p p lica b ility  an d  Integration of G e n e ra lly  A ccepted  
A uditing  S ta n d a rd s an d  Public C o m p an y  A ccounting  
O v e rs ig ht B oard  S ta n d a rd s
A IC P A  members who perform  a u d itin g  and o ther re la ted  professional serv­
ices have been requ ired  to com ply w ith  S tatem ents on A u d itin g  Standards 
(SASs) p rom ulgated  by the A IC P A  A u d itin g  S tandards Board (ASB). These 
standards constitu te  w ha t is know n as “genera lly  accepted a u d itin g  standards” 
(GAAS). In  the  past, the A S B ’s a u d itin g  s tandards have applied to  aud its  o f a l l  
en tities . However, as a re su lt o f the  passage o f the  Act, a ud itin g  and re la ted  
professional practice standards to be used in  the perform ance o f and repo rting  
on aud its  o f the fin a n c ia l statem ents o f issuers are now established by the 
PCAOB.
Specifica lly, the A c t authorizes the PCAOB to  estab lish  a u d itin g  and re la ted  
a ttes ta tion , q u a lity  contro l, ethics, and independence standards to  be used by 
reg istered pub lic  accounting firm s  in  the p repa ra tion  and issuance o f a u d it 
reports  fo r en titie s  subject to the  A c t o r the ru les o f the  SEC. According ly, pub lic  
accounting firm s  reg istered  w ith  the  PCAOB are requ ired  to  adhere to a ll 
PCAOB standards in  the aud its  o f “ issuers,” as defined by the Act, and o ther 
en titie s  when prescribed by the ru les o f the SEC.
F or those en titie s  not subject to  the  A c t or the ru les o f the  SEC, the  p repara­
tio n  and issuance o f a u d it reports  rem a in  governed by GAAS as issued by the 
ASB.
Extensive  G u id a n ce  A v a ila b le  in A IC P A  Professional Standards
The A IC P A  P ro fe s s io n a l S ta n d a rd s  and C o d if ic a t io n  o f  A u d it in g  S ta n d a rd s  
contains a thorough section th a t provides im p o rta n t in fo rm a tio n  and guidance 
about:
•  The a p p lica b ility  and in te g ra tio n  o f GAAS and PCAOB standards;
•  S tandards applicable to  the aud its  o f non-issuers;
•  S tandards applicable to  the aud its  o f issuers;
•  The PCAO B’s adoption o f in te r im  standards;
•  S tandards applicable i f  a non-issuer’s fin a n c ia l sta tem ents are aud ited  
in  accordance w ith  PCAOB standards; and
•  A p p lic a b ility  o f GAAS to  aud its  o f issuers
G A A S  an d  P C A O B  S ta n d a rd s Included in This G u id e
As the ASB and the  PCAOB move fo rw a rd  in  estab lish ing  a u d itin g  standards 
fo r en titie s  w ith in  th e ir  respective ju risd ic tio n s , th is  Guide w ill present both 
GAAS and PCAOB standards, as applicable depending on the aud iting  guidance 
presented in  th is  Guide. M oreover, i f  d ifferences between GAAS and PCAOB 
standards emerge, the a u d itin g  guidance in  th is  Guide w ill  in teg ra te  both  sets 
o f standards, as applicable, in  o rder to  o ffe r p ra c tition e rs  a seamless source o f 
a u d itin g  standards applicable to  non-issuers and those applicable to  issuers.
M a jo r Ex isting  D ifferences Betw een G A A S  an d  
P C A O B  S ta n d a rd s
A t the tim e  o f developm ent o f th is  Guide, the  m ajor differences between GAAS 
and fin a l PCAOB standards approved by the SEC are as fo llows:
•  A u d it o f In te rn a l C on tro l— In  connection w ith  the  requ irem en t o f 
Section 404(b) o f the Sarbanes-Oxley A c t th a t an issuer’s independent
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a u d ito r a ttes t to  and rep o rt on m anagem ent’s assessment o f the 
effectiveness o f in te rn a l contro l, PCAOB A u d itin g  S tandard  No. 2, A n  
A u d it  o f  I n te r n a l C o n tro l O v e r F in a n c ia l R e p o r tin g  P e rfo rm e d  in  
C o n ju n c t io n  W ith  a n  A u d i t  o f  F in a n c ia l S ta te m e n ts , establishes re ­
qu irem ents and provides d irection  th a t app ly when an a u d ito r is 
engaged to a u d it the  in te rn a l contro l over fin a n c ia l rep o rting  and to 
perfo rm  th a t a u d it in  conjunction w ith  the  a u d it o f an issuer’s fin an c ia l 
statem ents.
•  References in  A u d ito r ’s Reports— PCAOB A u d itin g  S tandard No. 1 
requ ires reg istered pub lic  accounting firm s  to  include in  th e ir  reports 
on engagements perform ed p u rsuan t to  the  PCAO B’s a u d itin g  and 
re la ted  professional practice standards, inc lu d ing  aud its  and reviews 
o f fin an c ia l statem ents, a reference to  the  standards o f the Public 
Com pany Accounting  O vers igh t Board (U n ited  States).
•  C oncurring  P a rtne r— PCAOB Rule 3400T requires the estab lishm ent 
o f policies and procedures fo r a concurring  review  (genera lly  the 
SECPS m em bership ru le ).1
•  C om m unica tion  o f F irm  Policy— PCAOB Rule 3400T requires reg is­
te red  firm s  to  com m unicate th rough  a w ritte n  sta tem ent to  a ll profes­
sional f irm  personnel the broad p rinc ip les th a t in fluence the f irm ’s 
q u a lity  contro l and opera ting  policies and procedures on, a t a m in i­
m um , m atte rs  th a t re la te  to  the  recom m endation and approval o f 
accounting princ ip les, present and p o te n tia l c lien t re la tionsh ips, and 
the  types o f services provided, and in fo rm  professional f irm  personnel 
p e riod ica lly  th a t compliance w ith  those p rinc ip les is m andato ry (gen­
e ra lly  the SECPS m em bership ru le ).
•  A ffilia te d  F irm s— PCAOB Rule 3400T requires reg istered  firm s  th a t 
are p a rt o f an in te rn a tio n a l association to seek adoption o f policies and 
procedures by the in te rn a tio n a l o rgan iza tion  or in d iv id u a l fo re ign  
associated firm s  consistent w ith  PCAOB standards.
•  P a rtn e r R otation— PCAOB Rule 3600T requires compliance w ith  the 
SEC’s independence ru les w h ich  include p a rtn e r ro ta tion .
•  C on tinu ing  Professional E ducation  (CPE) R equirem ents— PCAOB 
Rule 3400T requires reg istered accounting firm s  to  ensure th a t a ll o f 
th e ir  professionals p a rtic ip a te  in  a t least 20 hours o f q u a lify in g  CPE 
every year (genera lly  the  SECPS m em bership ru le).
•  Independence M a tte rs— PCAOB R ule 3600T requ ires com pliance 
w ith  the  SEC’s independence ru les and Standards No. 1, 2 and 3, and 
In te rp re ta tio n s  99-1, 00-1, and 00-2 o f the Independence S tandards 
Board. A lso, to  the exten t th a t a p rovis ion  o f the SEC’s independence 
ru les or policies are more re s tric tive — or less re s tric tive — th a n  the 
PCAO B’s in te r im  independence standards, a reg istered pub lic  ac­
coun ting  f irm  sha ll com ply w ith  the  more re s tric tive  requ irem ent.
Proposed  P C A O B  A uditing  S ta n d a rd s a n d  Proposed  C h a n g e s to 
the P C A O B  Interim  A uditing  S ta n d a rd s
As o f the pub lica tion  o f th is  Guide, ce rta in  PCAOB standards and ru les have 
been issued as f in a l p ronouncem ents, b u t are a w a itin g  SEC approva l. As 
such, these standards and ru les are no t ye t effective. In  add ition , the  PCAO B
1 Firms that were not members of the AICPA’s SECPS as of April 16, 2003 do not have to comply 
with this requirement.
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has issued exposure drafts of proposed standards and rules. Presented below 
is a table presenting certain key PCAOB proposed standards and rules that are 
particularly relevant to the audit of financial statements and how they may 
significantly affect the audits of issuers.
Auditors of issuers should be alert to the final resolution of these matters. If 
these standards are approved by the SEC, auditors of issuers will be required 
to comply with additional responsibilities and procedures. Furthermore, sec­
tions of the existing PCAOB interim auditing standards will be amended and 
superseded.
PCAOB Standard 
or Exposure Draft
Explanation and Affect on PCAOB
Status Existing PCAOB Standards Website Link
Auditing Standard 
No. 1, References in 
Auditors’ Reports to 
the Standards o f the 
Public Company Ac­
counting Oversight 
Board
Auditing Standard 
No. 2, An Audit of 
Internal Control 
Over Financial 
Reporting Performed 
in Conjunction With 
an Audit o f Financial 
Statements
Issued as a 
final
standard by 
PCAOB; 
approved by 
the SEC,
May 14, 2004
Issued as a 
final
standard by 
the PCAOB; 
approved by 
the SEC,
June 17, 2004
Proposed Auditing 
Standard, Conform­
ing Amendments to 
PCAOB Interim 
Standards Resulting 
From the Adoption o f 
PCAOB Auditing 
Standard No. 2
Issued as an 
exposure 
draft by the 
PCAOB
www.pcaobus.org/
rules/Release2003-
025.pdf
www.pcaobus.org/
rules/Release-
20040308-1a.pdf
This standard requires registered 
public accounting firms to include 
in their reports on engagements 
p erfo rm ed  pursuant to the 
PCAO B ’s auditing and related 
professional practice standards, a 
reference to the standards of the 
PCAOB (United States).
This standard establishes re­
quirements and provides directions 
that apply when an auditor is en­
gaged to audit both an issuer’s 
financial statements and man­
agem en t’ s assessm ent o f the 
effectiveness o f internal control 
over financia l reporting. This 
standard is the standard on at­
testation engagements referred to 
in Section 404(b) o f the Act. 
Amendments to the PCAOB’s in­
terim standards as a result o f the 
issuance o f this standard are 
handled in the proposed auditing 
standard below.
This standard proposes conform­
ing amendments to the PCAOB 
interim auditing standards as a 
result o f the issuance o f PCAOB 
Auditing Standard No. 2. Sections 
of the PCAOB interim auditing 
standards that would be affected 
include:
A U  sec. 310, Appointment o f the 
Independent Auditor; A U  sec. 
311, Planning and Supervision; 
A U  sec. 312, Audit Risk and 
M ateriality in Conducting an 
Audit; A U  sec. 313, Substantive 
Tests Prior to the Balance-Sheet 
Date; A U  sec. 316, Consideration 
of Fraud in a Financial Statement 
Audit; A U  sec. 319, Consideration 
of Internal Control in a Financial 
Statement Audit; AU  sec. 322, The
(continued)
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PC AO B S ta n d a rd  
o r E xp o su re  D ra ft S ta tus
E x p la n a tio n  a n d  A ffe c t on  
E x is tin g  PC AO B S ta n d a rd s
PCAO B  
W ebsite  L in k
Auditing Standard 
No. 3, Audit Documen­
tation and a Related 
amendment to the In ­
terim Auditing Stand­
ards
Issued as a 
final
standard by 
the PCAOB; 
awaiting 
SEC approval
A ud ito r’s Consideration o f the 
In terna l A ud it Function in an 
A ud it o f F inancial Statements; 
AU sec. 324, Service Organiza­
tions; AU sec. 325, Communica­
tion o f Internal Control Related 
Matters Noted in an A ud it; AU 
sec. 326, Evidential Matter; AU 
sec. 329, Analytical Procedures; 
AU sec. 332, Auditing Derivative 
Instruments, Hedging Activities, 
and Investments in Securities; AU 
sec. 333, Management Represen­
tations; AU sec. 339, Audit Docu­
mentation; AU sec. 342, Auditing  
Accounting Estimates; AU sec. 
508, Reports on Audited Finan­
cial Statements; AU sec. 530, Dat­
ing o f the Independent Auditor’s 
Report; AU sec. 543, Part o f Audit 
Performed by Other Independent 
Auditors; AU sec. 560, Subsequent 
Events', AU sec. 561, Subsequent 
Discovery o f Facts Existing at the 
Date o f the Auditor’s Report; AU 
sec. 711, Filings Under Federal 
Securities Statutes; AU sec. 722, 
Interim  F inancial Inform ation; 
AT sec. 501, Reporting on an 
E n tity ’s In terna l Control Over 
Financial Reporting; ET sec. 101, 
Independence.
This standard establishes general 
requirements for documentation 
the auditor should prepare and 
re ta in  in  connection w ith  any 
engagement conducted in  accord­
ance w ith  auditing and related 
professional practice standards of 
the PCAOB. This standard does 
not supplant specific documenta­
tion requirements of other PCAOB 
auditing and related professional 
practice standards. This proposed 
standard would supersede AU 
sec. 339, Audit Documentation, and 
amend AU sec. 543, Part o f Audit 
Performed by Other Independent 
Auditors, of the PCAOB interim  
auditing standards.
www.pcaobus.org/
rules/Release2003-
023.pdf
A ud ito r Reports to A u d it Com m ittees
Section 204 o f the A c t requires the  accounting f irm  to  re p o rt to  the  issuer’s 
a u d it com m ittee a ll “c r it ic a l accounting policies and practices to  be used . . .  a ll 
a lte rn a tive  trea tm en ts  o f fin a n c ia l in fo rm a tio n  w ith in  [G AAP] th a t have been 
discussed w ith  m anagem en t. . . ram ifica tions  o f the use o f such a lte rna tive  
disclosures and trea tm en ts , and the tre a tm e n t p re ferred” by the  firm .
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A u d it D ocum entation
Section 103 o f the  A c t ins tru c ts  the PCAOB to requ ire  reg istered pub lic  
accounting firm s  to  “prepare, and m a in ta in  fo r a period o f no t less th a n  7 years, 
a u d it w o rk  papers, and o the r in fo rm a tio n  re la ted  to  any a u d it report, in  
su ffic ien t de ta il to  support the conclusions reached in  such repo rt.” The PCAOB 
has issued a proposed a u d itin g  s tandard  (see the tab le  above) th a t responds to 
th is  d irective . Also, in  Ja nu ary  2003, the  SEC adopted ru les to  requ ire  account­
in g  firm s  to re ta in  fo r seven years ce rta in  records re levan t to  th e ir  aud its  and 
review s o f issuers’ fin a n c ia l statem ents.
O th e r Requirem ents
The A c t contains requ irem ents in  a num ber o f o ther im p o rta n t areas, and the 
SEC has issued im p lem en ting  regu la tions in  ce rta in  o f those areas as w e ll. For 
example,
•  The A ct p ro h ib its  aud ito rs  from  perfo rm ing  ce rta in  non -aud it or 
non -a ttest services. The SEC adopted am endm ents to its  ex is ting  
requ irem ents regard ing  a u d ito r independence to  enhance the  inde­
pendence o f accountants th a t a u d it and rev iew  fin a n c ia l statem ents 
and prepare a tte s ta tio n  reports  file d  w ith  the  SEC. Th is ru le  conforms 
the  SEC’s regu la tions to  Section 208(a) o f the A c t and, im p o rta n tly , 
addresses the perform ance o f non -aud it services.
•  The A c t requires the lead a u d it or coord ina ting  p a rtn e r and the 
rev iew ing  p a rtn e r to  ro ta te  o ff o f the  a u d it every 5 years. (See SEC 
Releases 33-8183 and 33-8183A fo r SEC im p lem en ting  ru les.)
•  The A c t d irects the  PCAOB to  requ ire  a second p a rtn e r rev iew  and 
approval o f a u d it reports (concurring  review ).
•  The A c t states th a t an accounting f irm  w ill  no t be able to  provide a u d it 
services to an issuer i f  one o f th a t issuer’s top o ffic ia ls  (CEO, C on tro l­
le r, CFO, C h ie f Accounting  O fficer, etc.) was employed by the  f irm  and 
w orked on the  issuer’s a u d it d u rin g  the previous year.
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Chapter 1
N ature, Conduct, and  Regulation o f  
the Business
G eneral N ature of the Business
1.01 The p rim a ry  purpose o f the  p rope rty  and lia b il ity  insurance business 
is the  spreading o f risks . The te rm  r is k 1 genera lly  has tw o m eanings in  
insurance. I t  can m ean e ith e r a p e r i l  in s u re d  a g a in s t  (fo r example, fire  is a r is k  
to  w hich most property is exposed) or a p e rso n  o r  p ro p e rty  p ro te c te d  (for example, 
a home or an automobile). For a paym ent know n as a prem ium , insurance 
companies undertake  to  re lieve  the  po licyho lder o f a ll o r p a rt o f a r is k  and to 
spread the  to ta l cost o f s im ila r risks  among large groups o f policyholders.
1.02 The functions o f the  p rope rty  and lia b il ity  insurance business in ­
clude m arke tin g , u n d e rw ritin g  (th a t is, d e te rm in ing  the accep tab ility  o f risks  
and the  am ounts o f the prem ium s), b illin g  and co llecting  p rem ium s, inves ting  
and m anag ing  assets, in ve s tiga ting  and se ttlin g  cla im s made under policies, 
and paying  expenses associated w ith  these functions.
1.03 In  conducting its  business, an insurance company accum ulates a 
s ign ifican t am ount o f investable  assets. In  add itio n  to  funds ra ised as equ ity  
and funds re ta ined  as u n d is trib u te d  earnings, funds accum ulate from  p re m i­
um s collected in  advance; from  sums he ld  fo r the  paym ent o f cla im s in  the 
process o f investiga tion , ad justm ent, or litig a tio n ; and from  sums held  fo r 
paym ent o f fu tu re  cla im s se ttlem ent expenses. The accum ula tion  o f these 
funds, th e ir  investm ent, and the  generation o f investm en t income are m ajor 
ac tiv itie s  o f insurance companies.
Kinds of Insurance
1.04 K inds  o f insurance, genera lly  re fe rred  to  as lines o f insurance, 
represent the  pe rils  th a t are insured  by p rope rty  and lia b il ity  insurance 
companies. Some o f the  more im p o rta n t lines o f insurance are—
•  F ire  a n d  a l l ie d  lin e s , w h ich  include coverage fo r fire , w indsto rm , h a il, 
and w a te r damage (bu t no t floods).
•  O cean  m a r in e ,  w h ich  includes coverage fo r ships and th e ir  equipm ent, 
cargos, fre ig h t or money to  be pa id  fo r use o f the  ships, and lia b il ity  to 
th ird  parties  fo r damages.
•  I n la n d  m a r in e , w h ich  covers p rope rty  being transported  o ther than  
transocean. ( I t  also includes floaters, w h ich  are policies th a t cover 
movable p roperty , such as a to u r is t’s personal p roperty .)
1 This definition differs from the definition of Insurance Risk stated in FASB Statement No. 
113, A cco u n tin g  a n d  R ep o rtin g  fo r  R einsurance o f  S h o rt-D u ra tio n  a nd  L on g -D u ra tio n  C ontracts, 
which describes risk as the uncertainties about both (a) the ultimate amount of net cash flows from 
premiums, commissions, claims, and claim settlement expenses paid under a contract (often referred 
to as underwriting risk) and (b ) the timing of the receipt and payment of those cash flows (often 
referred to as timing risk). Actual or imputed investment returns are not an element of insurance 
risk. Insurance risk is fortuitous—the possibility of adverse events occurring is outside the control of 
the insured.
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•  W o rk e rs ’ c o m p e n s a tio n , w h ich  compensates employees fo r in ju rie s  or 
illness sustained in  the course o f th e ir  em ploym ent.
•  A u to m o b ile , w h ich  covers personal in ju ry  or autom obile damage sus­
ta ined  by the  insu red  and l ia b il ity  to  th ird  parties  fo r losses caused by 
the insured.
•  M u lt ip le  p e r i l ,  w h ich  is a package coverage inc lu d ing  m ost p rope rty  
and lia b il ity  coverage except w orkers ’ compensation, autom obile in ­
surance, and su re ty  bonds.
•  P ro fe s s io n a l l ia b i l i t y ,  w h ich  covers physicians, surgeons, dentists, 
hosp ita ls, engineers, arch itects, accountants, a ttorneys, and o ther 
professionals from  lia b ility  a ris ing  from  e rro r or m isconduct in  p rov id ­
in g  or fa ilin g  to  provide professional service.
•  M is c e lla n e o u s  l i a b i l i t y ,  w h ich  covers m ost o the r physica l and p rope rty  
damages not included under w orkers ’ com pensation, autom obile l i ­
a b ility , and m u ltip le  p e ril policies. (Damages include death, cost o f 
care, and loss o f services re su ltin g  from  bod ily  in ju ry , as w e ll as loss 
o f use o f p roperty .)
•  F id e l i t y  b o n d s , w h ich  cover em ployers aga inst dishonest acts by em­
ployees. B la n ke t fid e lity  bonds cover groups o f employees.
•  S u re ty  b o n d s , w h ich  provide fo r m onetary compensation to  th ird  
parties  fo r fa ilu re  by the  insured  to  perfo rm  specifica lly  covered acts 
w ith in  a sta ted period. (M ost su re ty  bonds are issued fo r persons doing 
contract construction , persons connected w ith  court actions, and per­
sons seeking licenses and perm its .)
•  A c c id e n t a n d  h e a lth , w h ich  covers loss by sickness or accidenta l bod ily  
in ju ry . ( I t  also includes form s o f insurance th a t provide lum p-sum  or 
period ic paym ents in  the  event o f loss by sickness o r accident, such as 
d is a b ility  income insurance and accidenta l death and dism em berm ent 
insurance.)
1.05 In  add itio n  to  these lines, insurance is provided by excess and 
surp lus lines. E xcess l i a b i l i t y  covers the  insured  aga inst loss in  excess o f a 
sta ted am ount, b u t on ly  fo r losses as covered and defined in  an und e rly in g  
policy. The u nd e rly in g  am ount is u sua lly  insu red  by another policy b u t can be 
re ta ined  by the  insured. S u rp lu s  lin e s  include coverage fo r risks  th a t do no t f i t  
no rm a l u n d e rw ritin g  pa tte rns, r isks  th a t are no t com m ensurate w ith  standard  
rates, or risks  th a t w ill no t be w ritte n  by standard  ca rrie rs  because o f general 
m a rke t conditions. These k ind s  o f policies are genera lly w r itte n  by ca rrie rs  no t 
licensed in  the  ju r is d ic tio n  where the r is k  is located and genera lly  are not 
subject to  regu la tions govern ing p rem ium  rates or po licy language.
1.06 The lines and p rem ium  volum e th a t m ay be w ritte n  by a company 
are genera lly  res tric te d  by sta te  insurance regu la tions. States also use r is k  
based cap ita l standards fo r reg u la ting  solvency and capacity and also m on ito r 
the  am ount o f p rem ium  w ritte n  as a ra tio  o f the  company’s surp lus.
1.07 Insurance w ritte n  by p rope rty  and lia b ility  insurance companies 
m ay be b road ly  c lassified as p e rs o n a l lin e s , w h ich  consist o f insurance policies 
issued to  ind iv id ua ls , and c o m m e rc ia l lin e s , w h ich  consist o f policies issued to 
business enterprises. Personal lines genera lly  consist o f large num bers o f 
re la tiv e ly  s tandard  policies w ith  re la tive ly  sm all prem ium s per policy. E xam ­
ples are hom eowner’s and in d iv id u a l autom obile policies. C om m ercial lines 
invo lve  policies w ith  re la tiv e ly  large prem ium s th a t are o ften re tro ac tive ly  
adjusted based on cla im s experience. The in it ia l p rem ium  is o ften on ly  an 
estim ate because i t  m ay be re la ted  to p a y ro ll or o ther variab les. Exam ples are
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w orkers ’ com pensation and general lia b ility . M any large insurance companies 
have separate accounting, u n d e rw ritin g , and claim -processing procedures fo r 
these tw o  categories.
1.08 Insurance is genera lly  ava ilab le  to  the  in d iv id u a l as a means o f 
p ro tection  aga inst loss. There are instances, however, in  w h ich  a person cannot 
obta in  insurance in  the  vo lu n ta ry  insurance m arke t. States have established 
program s to  provide insurance to  those w ith  h ig h  ris ks  who otherw ise w ould  
be excluded from  ob ta in ing  coverage. F o llow ing  are some o f the  m ore common 
program s th a t provide the  necessary coverage:
•  In v o lu n ta r y  a u to m o b ile  in s u ra n c e . States have a va rie ty  o f m ethods 
fo r apportion ing  in vo lu n ta ry  autom obile insurance. The m ost w ide ly  
used approach is the A u tom obile  Insurance P lan  (fo rm erly  called the 
Assigned R isk P lan). U nder th is  p lan, a ll companies w r it in g  autom o­
b ile  insurance in  a state are a llocated a share o f the in vo lu n ta ry  
business on an equitab le  basis. Each autom obile in su re r opera ting  in  
the state accepts a share o f the undesirab le  drivers, based on the 
percent o f the  sta te ’s to ta l auto  insurance th a t i t  w rites . F or example, 
a company th a t w rite s  5 percent o f the vo lu n ta ry  business in  a state 
m ay be assigned 5 percent o f the in vo lu n ta ry  applicants. I t  is  then  
responsible fo r co llecting  the  prem ium s and paying  the  cla im s on the 
policies issued to these applicants. O the r states use a re insurance 
p lan , under w h ich  each in su re r accepts a ll app licants b u t m ay place 
h ig h -r is k  d rive rs  in  a re insurance pool, w ith  prem ium s pa id  to  and 
losses absorbed by the pool. S t il l  another approach is a jo in t under­
w r it in g  association, in  w h ich  one or more servic ing companies are 
designated to  handle  h ig h -ris k  d rivers. A ll insu re rs  in  the  state m ay 
be requ ired  to  pa rtic ip a te  in  the  u n d e rw ritin g  resu lts .
•  F A IR  p la n s .  F A IR  (F a ir Access to  Insurance R equirem ents) plans are 
state-supervised program s established to  provide coverage fo r prop­
e rty  in  h ig h -r is k  areas. Companies th a t operate in  the  sta te  are 
requ ired  to  p a rtic ipa te  in  the  prem ium s, losses, expenses, and o ther 
operations o f the F A IR  plan.
•  M e d ic a l m a lp ra c t ic e  p o o ls . These pools were estab lished  w hen 
health-care professionals and in s titu tio n s  were experiencing d iff ic u lty  
in  ob ta in ing  lia b il ity  insurance in  the  vo lu n ta ry  insurance m arket. 
The pools were established by law  and c u rre n tly  ex is t in  the  m a jo rity  
o f states. A ll insu re rs  w r it in g  re la ted  lia b il ity  insurance in  such states 
are considered m andato ry p a rtic ip a n ts  in  the  pools as a cond ition  fo r 
th e ir  con tinu ing  a u th o rity  to  transact business in  such states.
•  W o rk e rs ’ c o m p e n s a tio n  p o o ls . These pools are s im ila r to  F A IR  plans. 
As w ith  F A IR  plans, companies opera ting  in  a given sta te  are assessed 
a p roportiona te  share, based on d irec t w ritin g s , o f the  u n d e rw ritin g  
resu lts  o f the pool.
O rganizations
1.09 The p r in c ip a l k in d s  o f p ro p e rty  and l ia b il i t y  insu rance  o rgan iza ­
tio n s  are—
a. S to c k  c o m p a n ie s , w h ich  are corporations organized fo r p ro fit w ith  
ow nership and contro l o f operations vested in  the  stockholders. 
G enera lly, the stockholders are no t liab le  in  case o f b an kru p tcy  or 
im p a irm e n t o f cap ita l.
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b. M u tu a l c o m p a n ie s , w h ich  are organizations in  w h ich  the  ow nership 
and contro l o f operations are vested in  the  policyholders. On the 
exp ira tio n  o f th e ir  policies, policyholders lose th e ir  r ig h ts  and in te r ­
ests in  the  company. M any states requ ire  the  ne t assets o f a m u tu a l 
insurance company in  liq u id a tio n  to  be d is trib u te d  among the cu r­
re n t po licyho lde rs  o f the  com pany, and th e  p r io r  po licyho lde rs  
have no c la im  aga inst the assets. M ost m a jor m u tu a l companies 
issue nonassessable policies as provided under sta te  law s; i f  a m u tu a l 
company is not q ua lified  to  issue such policies, however, each po licy­
ho lder is liab le  fo r an assessment equal to  a t least one annua l 
p rem ium  in  the  event o f bankrup tcy  o r im p a irm e n t o f m in im u m  
e qu ity  requirem ents. M any m u tu a l insurance e n titie s  are seeking 
enhanced fin an c ia l f le x ib ility  and access to  cap ita l to  support long­
te rm  g row th  and o the r s tra teg ic in itia tiv e s . Because o f m any eco­
nom ic and regu la to ry  factors, as w e ll as increased com petition, some 
m u tu a l insurance companies have chosen to  dem utua lize  o r to  fo rm  
m u tu a l insurance ho ld ing  companies. The A IC P A  issued SOP 00-3, 
A c c o u n tin g  by  In s u ra n c e  E n te rp r is e s  f o r  D e m u tu a liz a t io n s  a n d  F o r ­
m a tio n s  o f  M u tu a l In s u ra n c e  H o ld in g  C o m p a n ie s  a n d  fo r  C e r ta in  
L o n g -D u ra t io n  P a r t ic ip a t in g  C o n tra c ts . P rac titioners  should re fe r to 
th a t sta tem ent fo r guidance about accounting fo r dem utua liza tions 
and the  fo rm ations o f m u tu a l insurance ho ld ing  companies.
c. R e c ip ro c a l o r  in te r in s u ra n c e  exchanges, w h ich  are composed o f a 
group o f persons, firm s , or corporations, com m only te rm ed subscrib­
ers, who exchange contracts o f insurance th rough  the m edium  o f an 
a tto rney-in -fact. Each subscriber executes an ide n tica l agreem ent 
em pow ering the a tto rn ey-in -fa c t to  assume, on the subscriber’s be­
h a lf, an u n d e rw ritin g  lia b il ity  on policies covering the risks  o f the 
o ther subscribers. The subscriber assumes no lia b ility  as an under­
w r ite r  on policies covering h is  o r her own r is k ; the  subscriber’s 
lia b il ity  is several and not jo in t  and is lim ite d  by the te rm s o f the 
subscriber’s agreement. C ustom arily , the  a tto rney-in -fac t is  pa id  a 
percentage o f p rem ium  income, from  w h ich  he or she pays m ost 
opera ting  expenses, b u t some exchanges pay h is  or he r own opera ting  
expenses and compensate the  a tto rn ey-in -fact a t a low er percentage 
o f p rem ium s or by some o ther m ethod.
d. P u b lic  e n t ity  r is k  p o o ls , w h ich  are cooperative groups o f governm en­
ta l en titie s  jo in in g  together to  finance exposures, lia b ilitie s , or risks. 
R isk  m ay include p rope rty  and lia b ility , w orkers ’ compensation, 
employee h ea lth  care, and so fo rth . A  pool m ay be a stand-alone 
e n tity  or be inc luded  as p a rt o f a la rge r governm ental e n tity  th a t acts 
as the  pool’s sponsor. S tand-alone pools are sometimes organized or 
sponsored by m un ic ip a l leagues, school associations, o r o ther k inds 
o f associations o f governm ental en tities . A  stand-alone pool is  fre ­
q uen tly  operated by a board th a t has as its  m em bership one m em ber 
from  each p a rtic ip a tin g  governm ent. I t  typ ic a lly  has no p ub lic ly  
elected o ffic ia ls  or power to  tax . P ublic e n tity  r is k  pools should be 
d is tingu ished  from  p riva te  pools, w h ich  are organized under the  R isk 
R etention  A c t o f 1986. These p riva te  pools, o r r is k  re te n tio n  groups, 
can provide on ly lia b il ity  coverage, whereas pub lic  e n tity  r is k  pools 
organized under in d iv id u a l sta te  sta tu tes can provide several k inds  
o f coverage. The fo u r basic k inds  o f pub lic  e n tity  r is k  pools are—
•  R is k -s h a r in g  pools, arrangem ents by w h ich  governm ents pool 
risks  and funds and share in  the cost o f losses.
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•  In s u ra n c e -p u rc h a s in g  pools, arrangem ents by w h ich  govern­
m ents pool funds or resources to purchase com m ercial insurance 
products. These arrangem ents are also called r is k -p u rc h a s in g  
g ro u p s .
•  B a n k in g  pools, arrangem ents by w h ich  m oney is made availab le  
fo r pool members in  the  event o f loss on a loan basis.
•  C la im s -s e rv ic in g  or a c c o u n t pools, arrangem ents by w h ich  pools 
manage separate accounts fo r each pool m em ber from  w h ich  the 
losses o f th a t m em ber are paid.
A  pool can serve one o r several o f those functions. Pools th a t act o n ly  
as bank ing  or cla im s-servic ing  pools do no t represent tra n s fe r o f risk . 
Such pools are no t insure rs  and should no t rep o rt as insu re r.
e. P r iv a te  p o o ls . Because o f the  u n a v a ila b ility  and u n a ffo rd a b ility  o f 
com m ercial lia b il ity  insurance, Congress enacted the R isk R etention 
A c t o f 1986. T h is  A c t a llow s the  o rgan iza tion  o f p riva te  pools fo r the 
purpose o f o b ta in ing  general lia b il ity  insurance coverage. Two basic 
types o f p riva te  pools are allowed:
•  R isk re te n tio n  groups— an insurance company form ed by the 
members o f the p riva te  pool p r im a r ily  to  provide com m ercial 
lia b il ity  insurance to  the members.
•  P urchasing groups— members o f a p riva te  pool purchase com­
m erc ia l lia b il ity  insurance on a group basis.
M ethods of Producing  B usiness
1.10 The m arke tin g  departm ent o f an insurance company is responsible 
fo r sales prom otion , supervis ion  o f the  agency or sales force, and sales tra in in g . 
P rope rty  and lia b ility  insurance companies m ay produce business th rough  a 
ne tw o rk  o f agents (agency companies) o r th ro ug h  an employee sales force 
(d irec t w r it in g  companies), o r they m ay acquire business th rough  insurance 
brokers or th rough  d irec t so lic ita tion . A  com bination  o f m ethods m ay also be 
used. The d is tin c tions  among an agent, a b roker, and a salesperson are based 
on th e ir  re la tionsh ips w ith  the insurance company.
1.11 A g e n ts . Insurance agents act as independent contractors who rep­
resent one insurance company (exclusive agents) or more th a n  one company 
(independent agents) w ith  express a u th o rity  to act fo r the company in  dea ling  
w ith  insureds.
1.12 G eneral agents have exclusive te rr ito rie s  in  w h ich  to  produce bus i­
ness. They agree to  prom ote the company’s in te res t, pay th e ir  own expenses, 
m a in ta in  a sa tis factory agency force, and secure subagents. They m ay perform  
a s ig n ifica n t p o rtion  o f the  u n d e rw ritin g . They m ay also perform  o ther services 
in  connection w ith  the  issuance o f policies and the  ad justm ent o f claim s, 
in c lu d in g  n ego tia ting  reinsurance on b eh a lf o f the  insu re r, w h ich  n e ith e r local 
agents nor brokers are authorized or expected to  do.
1.13 Local and reg ional agents are authorized to  u nd e rw rite  and issue 
policies b u t are no t u sua lly  given exclusive te rrito rie s . They u sua lly  repo rt 
e ith e r to company branch offices or d ire c tly  to  the company’s home offices. 
Agents are genera lly  compensated by commissions based on percentages o f the  
prem ium s they produce. Because o f th e ir  g rea te r a u th o rity  and duties, general 
agents u sua lly  receive h ighe r percentages th a n  loca l or reg iona l agents.
1.14 Agents have the  power to  b ind  the  company, w h ich  means th a t the  
insurance is effective im m edia te ly , regardless o f w he ther money is received or 
a policy is issued. G enera lly, agents are considered to  have vested rig h ts  in  the
AAG-PLI 1.14
6 Property and L ia b ility  Insurance Companies
renew al o f policies sold fo r insurance companies. The company cannot, how­
ever, compel independent agents to renew  policies, and the  agents m ay place 
renew als w ith  o the r companies.
1.15 B ro k e rs . Insurance brokers represent on ly the  insureds; they have 
no con tractua l re la tionsh ips  w ith  insurance companies. As a resu lt, b rokers do 
no t have the power to b ind  the  company. B rokers so lic it business and subm it 
i t  fo r acceptance or re jection  w ith  one or m ore insurance companies. B rokers 
m ay subm it business d ire c tly  to  a company o r th rough  general or local agents 
or th rough  o ther brokers. B rokers are compensated by commissions pa id  by 
insurance companies, n o rm a lly  percentages o f the p rem ium s on policies placed 
w ith  the  companies.
1.16 D ire c t  w r i t in g .  D ire c t w r it in g  companies sell policies d ire c tly  to  the 
pub lic , u sua lly  th rough  salespeople, thus bypassing agents and brokers. D ire c t 
w r it in g  m ay be done from  the  company’s home office o r th rough  branch sales 
offices. U n d e rw ritin g  and policy issuance m ay also be done from  the  home 
office or branches. The salespeople m ay be pa id  commissions, s tra ig h t salaries, 
or a com m ission incentive  w ith  a base sa lary. Salespeople genera lly  have the 
power to b ind  the company; however, the company re ta ins  the r ig h t to  cancel 
the  policy, genera lly  fo r up to  s ix ty  days.
1.17 D ire c t response adve rtis ing  or mass m arke tin g  is also used fo r 
producing business. Th is resu lts  in  sales to  m any people s im u ltaneously, w ith  
single program s to  insure  a num ber o f people o r businesses. Such m ethods use 
d irec t b illin g  techniques th a t m ay also p e rm it in d iv id u a ls  to  pay prem ium s by 
sa la ry  deductions, c red it cards o r as a d irec t d ra ft aga inst a checking account.
M ajor Transaction Cycles 
U nd erw riting  of R isks
1.18 U n d e rw ritin g  includes eva lua ting  the  accep tab ility  o f the  r is k , dete r­
m in in g  the p rem ium , and eva lua ting  the  company’s capacity to  assume the 
e n tire  risk .
1.19 E v a lu a t in g  r is k s . E va lua ting  risks  and th e ir  acceptance or rejec­
tio n  involves (a) a review  o f exposure and po te n tia l loss based on both  the 
rev iew  o f da ilies (office copies o f policies) and the  endorsem ents to  ex is ting  
policies and (b ) an inves tiga tion  o f risks  in  accordance w ith  procedures estab­
lished  by company policy and sta te  sta tu tes. F or example, app licants fo r 
autom obile insurance m ay be checked by reference to  reports  on d riv in g  
records issued by a state departm ent o f m otor vehicles. A p p lica tion  fo r ce rta in  
k inds o f coverage m ay requ ire  an engineering survey, a fire  hazard survey, or 
s im ila r investiga tions. In  add ition , a company’s u n d e rw ritin g  po licy m ay es­
ta b lish  ce rta in  predeterm ined c rite r ia  fo r accepting risks. Such c rite r ia  often 
specify the lines o f insurance th a t w ill be w ritte n  as w e ll as p ro h ib ited  expo­
sures, the  am ount o f coverage to  be p e rm itted  on va rious k inds o f exposure, the 
areas o f the coun try  in  w h ich  each lin e  w ill be w ritte n , and s im ila r restric tions.
1.20 S e tt in g  p re m iu m  ra te s . E s tab lish ing  prices fo r insurance coverage 
is know n as the  ra te -m ak ing  process, and the  re su lta n t ra tes th a t are applied 
to some m easure o f exposure (fo r example, p ay ro ll or num ber o f cars) are 
re fe rred  to  as p re m iu m s . D e te rm in in g  prem ium s is one o f the  m ost d iff ic u lt 
tasks in  the  insurance business. The to ta l am ount o f cla im s is n o t know n a t the 
tim e  the insurance policies are issued and, fo r m any lia b il ity  policies, is not 
know n u n t il years la te r. D e te rm in in g  p roper p rem ium  rates is fu rth e r  com pli­
cated by the fact th a t no tw o insurab le  risks  are exactly a like . The in te n s ity  o f 
com petition  among hundreds o f p rope rty  and lia b il ity  insurance companies in  
the  U n ite d  States is also s ign ifican t in  se tting  prem ium s.
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1.21 P rem ium  rates m ay be established by one o f th ree  m ethods:
a. M a n u a l r a t in g , w h ich  resu lts  in  s tandard  rates fo r la rge  groups o f 
s im ila r risks , used, fo r exam ple, in  m any personal lines such as 
autom obile insurance
b. J u d g m e n t r a t in g ,  w h ich  depends on the  s k ill and experience o f the 
ra te -m aker, used genera lly  fo r large or unusua l risks  such as ocean 
m arine  insurance
c. M e r i t  r a t in g ,  w h ich  begins w ith  an assumed standard  or “m anua l” 
ra te  th a t is  adjusted based on an eva lua tion  o f the  r is k  or the 
insu red ’s experience in  past or cu rre n t periods, used in  m any com­
m erc ia l lines such as w orkers ’ compensation
1.22 The transaction cycle fo r prem ium s is described in  de ta il in  Chapter 3.
1.23 R e in s u ra n c e . Insurance  com panies co llect am ounts from  m any 
risks  subject to  insurab le  hazards; i t  is  expected th a t these am ounts w ill  be 
su ffic ien t in  the  aggregate to  pay a ll losses sustained by the risks  in  the group. 
To do so, the num ber o f risks  insu red  m ust be large  enough fo r the law  o f 
averages to  operate. However, insurance companies are often offered, o r m ay 
be compelled to  accept, insurance o f a class fo r w h ich  they do no t have enough 
volum e in  the  aggregate to  p e rm it the law  o f averages to  operate. F u rth e r, 
companies o ften w rite  policies on risks  fo r am ounts beyond th e ir  fin an c ia l 
capacities to  absorb; or a company m ay w rite  a heavy concentra tion o f policies 
in  one geographic area th a t exposes the  company to  catastrophes beyond its  
fin a n c ia l capabilities. O rd in a rily , a ll o r p a rt o f such risks  are passed on to  o ther 
insurance o r reinsurance companies.
1.24 Spreading o f risks  among insurance companies is called re in s u ra n c e .  
The company tra n s fe rr in g  the  r is k  is called the c e d in g  c o m p a n y , and the 
company to  w h ich  the  r is k  is tran s fe rred  is called the  a s s u m in g  c o m p a n y , or 
the re in s u re r . A lthough  a ceding company m ay tra n s fe r its  r is k  to  another 
company th ro ug h  reinsurance, i t  does no t discharge its  p rim a ry  lia b il ity  to  its  
policyholders. The ceding company rem ains liab le  fo r cla im s under the policy; 
however, th rough  re insurance, the  ceding company reduces its  m ax im um 
exposure in  the  event o f loss by ob ta in ing  the r ig h t to  re im bursem ent from  the  
assum ing company fo r the  re insured  po rtion  o f the  loss. The ceding company 
is also exposed to  the p oss ib ility  th a t the  re insu re r w ill  no t be able to  re im burse  
the  ceding company.
1.25 The te rm  p o r t fo l io  re in s u ra n c e  is  app lied to  the sale o f a ll or a b lock 
o f a company’s insurance in  force to  another company. Th is k in d  o f re insurance 
is  freq ue n tly  used w hen a company w ishes to  w ith d ra w  from  a p a rtic u la r line , 
te rr ito ry , o r agency. In  p o rtfo lio  reinsurance, the  assum ing company genera lly  
undertakes respon s ib ility  fo r se rv ic ing  the policies— collecting  the  prem ium s, 
se ttlin g  the  claim s, and so on— and the  po licyho lder subsequently deals d i­
re c tly  w ith  the  assum ing company.
1.26 F ro n t in g .  F ro n tin g  is an a rrangem ent between tw o o r more in s u r­
ers w hereby the fro n tin g  company issues a po licy and then  cedes a ll or 
su b s ta n tia lly  a ll the  r is k  th rough  a reinsurance agreem ent to  the  o ther in - 
surer(s) (the fron ted  company) in  re tu rn  fo r a ceding commission. As w ith  o ther 
reinsurance contracts, the  fro n tin g  company rem ains p r im a r ily  liab le  on the 
insurance contract w ith  the  insureds. F ro n tin g  arrangem ents u sua lly  are 
in itia te d  by fron ted  companies th a t are no t authorized  to  w rite  insurance in  
p a rtic u la r states.
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1.27 The p rin c ip a l k ind s  o f re insurance agreements and the  m echanics o f 
re insurance are discussed in  d e ta il in  C hapter 6.
1.28 P o o lin g . The te rm  p o o lin g  is  o ften used to describe the  practice o f 
sharing  among groups o f a ffilia te d  insurance companies a ll or portions o f the 
insurance business o f the  groups. Each p rem ium  w ritte n  by the  a ffilia te d  
companies is custom arily  ceded to one company; then, a fte r a llo w in g  fo r any 
business re insu red  outside the  group, the  p rem ium s are in  tu rn  ceded back in  
agreed-upon ra tios . C laim s, c la im  ad justm ent expenses, commissions, and 
o the r u n d e rw ritin g  and opera ting  expenses are s im ila r ly  apportioned. Each 
m em ber o f the group shares pro ra ta  in  the to ta l business o f the group, and a ll 
achieve s im ila r u n d e rw ritin g  resu lts. A n o the r k in d  o f poo ling in vo lv in g  shar­
in g  o f risks  among governm ental en titie s  is discussed in  paragraph 1.09(d).
1.29 U n d e r w r it in g  p o o ls , a s s o c ia tio n s , a n d  s y n d ic a te s . U n d e rw ritin g  
pools, associations, or syndicates are form ed by several independent companies 
o r groups o f companies in  jo in t  ventures to  u nd e rw rite  specialized k ind s  o f 
insurance or to  w rite  in  specialized areas. These groups are often operated as 
separate organizations hav ing  d is tin c tive  names and th e ir  own sta ffs o f em­
ployees. The pools, associations, or syndicates m ay issue in d iv id u a l or synd i­
cate policies on b eh a lf o f the m em ber companies, w h ich  share in  a ll such 
policies in  accordance w ith  an agreement, o r policies m ay be issued d ire c tly  by 
the  m em ber companies and then  re insured  among the  members in  accordance 
w ith  the  agreement. The agreem ent s tipu la tes the  g roup’s m anner o f operation 
and the  sharing  o f prem ium s, claim s, and expenses. Such groups custom arily  
handle  a ll functions in  connection w ith  the  specialized business th a t w ould 
otherw ise have to  be handled by specific departm ents in  each o f the  m em ber 
companies. T h is  k in d  o f a rrangem ent u sua lly  is more economical in  h an d ling  
the  business fo r the  members.
1.30 C a p tiv e s . N oninsurance businesses t r y  to use various methods to 
m in im ize  th e ir  cost o f insurance. O the r th a n  re ta in in g  the  r is k  ( th a t is, 
se lf-insurance), perhaps the m ost conventiona l m ethod is the  use o f captive 
insure rs. C aptive insu re rs  are w h o lly  owned subsid iaries created to  provide 
insurance to  the  paren t companies. C aptives were o rig in a lly  form ed because 
no ta x  deductions are a llowed i f  risks  are no t trans fe rred , whereas prem ium s 
pa id  to  insu re rs  are ta x  deductib le. M any captives are chartered  in  locales in  
w h ich  the  business c lim a te  is receptive to  th e ir  fo rm a tion . However, in  1977 
the  IRS ru le d  th a t p rem ium s pa id  to  an offshore captive w ou ld  no t be allowed 
as a deductib le expense unless a s ign ifican t volum e o f insurance was placed 
w ith  the captive firm  by companies outside the  consolidated group. As a resu lt, 
several states, in c lu d in g  Verm ont, South C aro lina, H aw a ii, and the  D is tr ic t o f 
C olum bia, have passed captive regu la tions and ac tive ly  encouraged on-shore 
fo rm ation . The Tax Reform  A c t o f 1986 subjects any U.S. person who owns 
stock in  a 25 percent or more U .S.-owned fo re ign  insurance company to  cu rren t 
ta xa tio n  based on its  pro ra ta  share o f income a ris in g  from  in su rin g  risks  o f 
U.S. shareholders and re la ted  parties.
Processing  an d  Paym ent of C la im s
1.31 A n  insurance company’s c la im  departm ent accepts, investigates, 
adjusts, and settles claim s. The f ir s t step in  the cla im s process is fo r the 
insured  to  n o tify  the  company th a t a loss has occurred. The insured  reports  the 
loss to  the  agent, who w ill e ith e r help  the  insured  to  prepare or w ill prepare a 
loss report, w h ich  w ill be fo rw arded to  the insurance company. The second step 
is inves tiga tion  and ad justm ent, w h ich  is designed to  determ ine w he ther a loss 
occurred and w he ther the  loss is  covered by the  po licy. C om panies g en e ra lly
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use claim s adjusters, who m ay be employees o f the insurance companies o r o f 
the  agents, to  investiga te  claim s. Insurance companies m ay also use outside 
organ izations to  ad just claim s.
1.32 A d ju s tm e n t b u re a u s . Insurance  companies estab lish  ad justm ent 
bureaus to  investiga te  and settle  some o r a ll o f the cla im s o f the  m em ber 
companies. Subject to  ce rta in  lim ita tio n s , an ad justm ent bureau adjusts cla im s 
and negotiates the  se ttlem ent o f cla im s fo r each company, w ith  each company 
re ta in in g  the  f in a l power o f approval or d isapprova l. Expenses o f the  ad jus t­
m en t b u reau  are shared by a ll m em bers on an e qu itab le  basis g en e ra lly  
d e te rm ined  by the  num ber o r d o lla r vo lum e o f c la im s re fe rre d  to  i t  fo r 
ad jus tm e n t.
1.33 In d e p e n d e n t a d ju s te rs . Insurance companies engage independent 
adjusters, who charge s tip u la ted  fees fo r th e ir  services to  investiga te  and 
ad just ce rta in  claim s. The ad justm ent process also includes e s tim a ting  the  
loss. The ad juste r w ill he lp  determ ine the  am ounts o f losses and the  reserves 
required .
1.34 The th ird  step o f the cla im s process is c la im  se ttlem ent, e ith e r 
paym ent o r den ia l o f a cla im . A fte r  se ttlem ent (th rough  negotia tion  or court 
action) w ith  a c la im ant, a check or d ra ft is  issued fo r the am ount o f the  adjusted 
cla im . Upon rece ip t o f paym ent, the c la im an t genera lly  signs a release in d ica t­
in g  th a t f in a l se ttlem ent has been received.
1.35 The tra n sa c tio n  cycle fo r c la im s is discussed in  m ore d e ta il in  
C ha p te r 4.
Investm ents
1.36 P roperty  and lia b ility  insurance companies func tion  as conduits o f 
funds. They collect funds, know n as prem ium s, from  those des iring  pro tection  
from  fin a n c ia l loss and disburse funds to  those who in c u r such losses. Between 
rece ip t o f prem ium s and paym ent o f losses, w h ich  can be long periods fo r 
th ird -p a rty  claim s, the  companies inves t these funds.
1.37 Because insurance companies m ust be able to m eet the cla im s o f 
th e ir  policyholders, th e ir  investm ents should be both  fin a n c ia lly  sound and 
su ffic ie n tly  liq u id . To ensure th a t companies w ill be able to m eet th e ir  obliga­
tions, s ta tu to ry  res tric tion s  have been placed on th e ir  investm en t activ ities . 
A lthough  sta tu tes and regu la tions va ry  from  state to  state, m ost states specify 
m axim um  percentages o f a company’s assets and/or su rp lus th a t m ay be placed 
in  various k inds  o f investm ents. In  add ition , regu la to ry  a u th o ritie s  m ay re ­
qu ire  th a t some investm ents be deposited w ith  the state insurance depart­
m ents as a cond ition  fo r w r it in g  business in  those states. Inves tm en t standards 
and res tric tion s  fo r pub lic  e n tity  r is k  pools d iffe r s ig n ifica n tly  from  standards 
fo r insurance companies. In  some ju risd ic tio n s , pub lic  e n tity  r is k  pools m ust 
fo llow  regu la tions govern ing the investm en t o f pub lic  funds. Invested assets 
consist p r im a r ily  o f bonds and m arketab le  equ ity  securities, b u t investm ents 
are also com m only made in  m ortgage loans and incom e-producing rea l estate. 
In  add ition , the  insurance in d u s try  has been increas ing ly  u tiliz in g  options, 
fin a n c ia l fu tu res, and o ther ins tru m e n ts  in  its  investm en t ac tiv itie s .
1.38 M any insurance companies have separate investm en t departm ents 
responsible fo r m anaging the companies’ investable  funds. Insu re rs  can p lan  
investm ents so th a t the  m a tu ritie s  o f th e ir  investm en t portfo lios  m atch  th e ir  
cla im s paym ent pa tte rns. Th is is genera lly  re fe rred  to  as asse t a n d  l i a b i l i t y  
m a n a g e m e n t o r  a sse t/ l i a b i l i t y  m a tc h in g — th a t is , funds are inves ted  so th a t
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the  income from  these investm ents p lus m a tu ritie s  w ill m eet the  ongoing cash 
flow  needs o f the company. T h is m atch ing  approach requ ires a correct m ix  o f 
long-and sho rt-te rm  investm ents w h ich  can change depending on the  cu rren t 
economy.
1.39 The transaction  cycle fo r investm ents is discussed in  more d e ta il in  
C hapter 5.
Accounting Practices
1.40 A lth ou g h  the increased use o f systems app lica tion  softw are in te r ­
faced w ith  general ledger packages has encouraged the  use o f fu ll accrual 
accounting records by m any insure rs, m any companies s t i l l  m a in ta in  th e ir  
general ledger on a m od ified  cash basis and then  prepare fin a n c ia l statem ents 
fo r reg u la to ry  filin g s  on an accrual basis. The accounting practices used to 
prepare such s ta tu to ry  fin a n c ia l statem ents d iffe r in  some respects from  
U n ite d  States genera lly  accepted accounting p rinc ip les (GAAP), as discussed 
in  C hapter 8.
1.41 U nder SAP, as defined in  S tatem ent o f S ta tu to ry  Accounting  P rin c i­
ple (SSAP) No. 4, A sse ts  a n d  A d m it te d  A sse ts , paragraph 2, “F or the purposes 
o f s ta tu to ry  accounting, an asset sha ll be defined as: probable fu tu re  economic 
benefits obta ined or contro lled  by a p a rtic u la r e n tity  as a re su lt o f past 
transactions o r events. . . . These assets sha ll then  be evaluated to  determ ine 
w he ther they  are a dm itted .” P aragraph 3 o f SSAP No. 4, discusses nonadm it­
ted assets, ‘As stated in  the S tatem ent o f Concepts, “The a b ility  to  m eet 
po licyho lder ob liga tions is predicated on the existence o f re a d ily  m arketab le  
assets ava ilab le  when both  cu rren t and fu tu re  ob liga tions are due. Assets 
hav ing  economic value o ther th an  those w hich  can be used to  fu lf i l l  po licy­
ho lder obligations, or those assets w h ich  are unava ilab le  due to encumbrances 
or o ther th ird  p a rty  in te rests  should not be recognized on the balance sheet,’ 
and are, therefore, considered nonadm itted .” SSAP No. 20 requ ires th a t assets 
be considered nonadm itted  i f  they are no t specifica lly  id e n tifie d  as an adm itted  
asset w ith in  the A ccounting  Practices and Procedures M anua l. A  nonadm itted  
asset should be charged aga inst surp lus unless specifica lly  addressed in  the 
N A IC  Accounting  Practices and Procedures M anua l. A  nonadm itted  asset 
should be charged aga inst surp lus unless specifica lly  addressed in  the N A IC  
Accounting  Practices and Procedures M anua l.
State In su rance  Regulation
1.42 The insurance in d u s try  is deemed to be a business vested w ith  the  
pub lic  in te re s t and is regu la ted  by the  states. S ta tu tes in  each sta te  provide fo r 
the  o rgan iza tion  and m aintenance o f an insurance departm ent responsible fo r 
supervis ing  insurance companies and enforcing com pliance w ith  the  law . 
P rope rty  and lia b il ity  insurance companies are subject to  fo rm a l regu la tion  by 
the insurance departm ent o f the  state in  w hich  they are dom iciled and are also 
subject to  the insurance regu la tions o f the states in  w h ich  they are licensed to 
do business. A lthough  sta tu tes va ry  from  state to  state, they have as th e ir  
common p rin c ip a l objective the developm ent and enforcem ent o f measures 
designed to  prom ote solvency, p ro p rie ty  o f p rem ium  rates, fa ir  dealings w ith  
policyholders, and u n ifo rm  fin a n c ia l reporting .
1.43 State sta tu tes (a) re s tr ic t investm ents o f insurance companies to 
ce rta in  k inds o f assets, (b ) prescribe methods o f va lua tion  o f securities and o ther
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assets, (c) require maintenance o f reserves, risk-based capital, and surplus, and 
(d ) define those assets not perm itted  to be reported as adm itted assets.
1.44 The states regu la te  insurance p rem ium  rates to  ensure th a t they are 
adequate, reasonable, and not d iscrim ina to ry . In  a 1944 decision, the  U n ite d  
States Supreme C ourt he ld  th a t insurance is in te rs ta te  commerce and as such 
is subject to  reg u la tion  by the  federa l governm ent. However, in  1945 Congress 
passed the M cC arran-Ferguson A ct, w h ich  exem pts the insurance business 
from  a n titru s t laws. A lthough Congress insisted th a t the federal government has 
the r ig h t to regulate the insurance industry, i t  stated in  the McCarran-Ferguson 
A c t th a t the federa l governm ent w ou ld  no t regula te  insurance as long as state 
leg is la tion  provided fo r the  supervis ion o f insurance companies, inc lu d ing  ra te  
m aking . The fo llow ing  practices are protected by the M cC arran-Ferguson A ct:
•  Pooling o f s ta tis tica l data fo r ra te  m aking
•  S tandard po licy form s and standard ized coverage
•  J o in t u n d e rw ritin g  and jo in t  re insurance (such as insurance pools fo r 
exceptional hazards)
•  T y ing  o f va rious lines o f insurance, th a t is, m ak ing  the  purchase o f 
lines o f insurance th a t are u np ro fitab le  to the insurance company 
cond itiona l on the  purchase o f p ro fitab le  lines
1.45 A ll states have passed leg is la tion  re q u irin g  insurance com m ission­
ers to  review , w ith  o r w ith o u t p rio r approval, m ost rates charged by insurance 
companies. A  company m ust file  m ost rates w ith  the  insurance departm ent o f 
each s ta te  in  w h ich  i t  is  a u th o rized  to  do business. A  num ber o f s ta tes also 
re q u ire  fo rm a l o r ta c it app rova l o f ra tes by respective  s ta te  insu rance  
departm en ts .
1.46 To prom ote fa ir  dea ling  w ith  policyholders, state sta tu tes provide fo r 
ce rta in  s tandard  provis ions to  be incorporated in  policies and fo r the  insurance 
departm ents to  review  and approve the  form s o f policies. Insurance agents, 
brokers, and salespeople m ust q u a lify  fo r and obta in  licenses g ranted  by the  
insurance departm ent o f a state before they m ay conduct business in  the state.
1.47 To prom ote u n ifo rm  fin a n c ia l reporting , as p reviously discussed, the 
sta tu tes provide fo r annua l o r more frequen t filin g s  w ith  the insurance depart­
m ents in  prescribed form .
1.48 In  a m a jo rity  o f states, insurance companies m ay not be organized 
w ith o u t the au th o riza tio n  o f the  insurance departm ent and, in  states in  w h ich  
such au th o riza tio n  is no t requ ired , approval by the insurance departm ent is 
necessary fo r the com pletion o f o rganization.
1.49 A n  insurance departm ent genera lly  consists o f an insurance com­
m issioner or superin tenden t in  charge, one or more deputies, and sta ffs o f 
exam iners, a ttorneys, and c le rica l assistants. M any la rge r insurance depart­
m ents also em ploy actuaries to rev iew  ra te  filin g s  and to assist in  the m o n ito r­
ing  o f fin a n c ia l solvency, p rin c ip a lly  re la tin g  to loss reserves. A  com m issioner 
u sua lly  is granted  d iscre tionary  powers and can issue ru les and regu la tions 
necessary to  ensure compliance w ith  state sta tu tes.
N atio n a l A sso ciatio n  of In su rance  C om m issioners
1.50 To create grea te r u n ifo rm ity  both  in  the  law s and th e ir  a d m in is tra ­
tio n  and to  recommend desirable leg is la tion  in  state leg is la tu res, the state 
com m issioners o f insurance organized an association th a t is  know n today as 
the N a tio n a l Association o f Insurance Com m issioners (N A IC ). The a c tiv itie s  o f 
the  N A IC  inc lu de  m o n ito r in g  fin a n c ia l co nd itio n  and p ro v id in g  g u idance  on
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fin a n c ia l re p o rtin g  and state regu la to ry  exam inations. The w ork  o f the N A IC  
over the years has helped to  e lim ina te  m any conflic ts o f sta te  law  and to 
prom ote m ore u n ifo rm  and e ffic ien t reg u la tion  o f insurance companies. In  
June 1989, the  F inanc ia l R eg u la tion  S tandards (“S tanda rds” ) were adopted, 
w h ich  established baseline requ irem ents fo r an effective regu la to ry  system  in  
each state. The N A IC  F ina nc ia l R egulation Standards and A ccred ita tion  Pro­
gram  was subsequently adopted to  provide states w ith  guidance regard ing  
these Standards. The S tandards are d iv ided  in to  th ree  categories: (1) law s and 
regu la tions, (2) reg u la to ry  practices and procedures, and (3) o rgan iza tiona l 
and personnel practices. Accounting, fin a n c ia l rep o rting  and a u d itin g  req u ire ­
m ents are included in  the  Standards. M anda ting  ce rta in  requ irem ents and 
ce rtify in g  th a t the  states are in  compliance, provides a degree o f assurance th a t 
regula tors have adequate a u th o rity  to  regu la te  insure rs, have the  resources to 
ca rry  out th a t a u th o rity , and have in  place a d m in is tra tive  practices designed 
fo r effective regu la tion .
Fed era l Regulation— Securities an d  Exch an g e  Com m ission
1.51 Because p rope rty  and lia b il ity  insurance companies are subject to 
sta te  insurance departm ent supervis ion and regu la tions, the  Securities E x­
change A c t o f 1934 conta ins ce rta in  p rovisions exem pting stock p rope rty  and 
lia b ility  insurance companies from  reg is tra tio n  w ith  the  Securities and E x­
change Com m ission (SEC). However, a large  num ber o f companies have reg is­
tered under the  1934 A ct, e ith e r in  connection w ith  the lis tin g  o f th e ir  shares 
on a n a tio na l securities exchange or because they have form ed ho ld ing  compa­
nies th a t do no t q u a lify  fo r exem ption under the 1934 Act. P rope rty  and 
lia b il ity  insurance companies reg istered under the 1934 A c t m ust com ply w ith  
the SEC’s period ic rep o rting  requ irem en t and are subject to  the p roxy so lic ita ­
tio n  and in s id e r-tra d in g  ru les. Insurance companies m ak ing  pub lic  offerings 
are requ ired  to  file  under the Securities A c t o f 1933 and m ust the rea fte r com ply 
w ith  the annua l and period ic rep o rting  requ irem ents o f the  1934 A ct. However, 
these companies are no t under the proxy so lic ita tion  or in s id e r-tra d in g  ru les o f 
the  A c t as long as they m eet the a tte nd an t provisions fo r exem ption. Insurance 
companies th a t are SEC reg is tra n ts  should fo llow  A rtic le  7 o f SEC R egula tion  
S-X, SEC In d u s try  Guide 6, and applicable S ta ff Accounting  B u lle tin s , w h ich  
prescribe the  fo rm  and content o f fin an c ia l statem ents.
1.52 D is c lo s u re  In fo r m a t io n — G e n e ra l R e c o m m e n d a tio n s . SEC s ta ff rec­
om m endations fo r im proved disclosures include, b u t are no t lim ite d  to  the  
fo llow ing :
a. Lo ss  reserves. The SEC s ta ff desires im proved explanations fo r 
changes in  reserve estim ates. M ore specifica lly, disclosure should 
show changes in  estim ates by lin e  o f business, discussion o f the  range 
o f estim ates by lin e  o f business, im proved explanations o f the  facts 
invo lved in  the reserve estim ates, or new in fo rm a tio n  since the  las t 
rep o rt date u nd e rly in g  the  im proved in s ig h t on estim ates and a more 
robust discussion o f the  company’s rem a in in g  exposure to  uncer­
ta in ty . A d d itio n a l disclosure fo r IB N R  reserves and case reserves 
and by line  o f business should also be considered. (The s ta ff has 
expressed concern th a t investors expect a h ig he r degree o f precision 
on loss reserve estim ates th a n  exists. Therefore, investors should be 
provided w ith  more deta iled  in fo rm a tio n  re la tin g  to  unce rta in ties  
in h e re n t in  the  estim ates).
See th e  “ Preface” o f th is  G u ide  fo r a d d itio n a l in fo rm a tio n  on new  ru le s  and re g u la tio n s .
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b. O th e r  th a n  te m p o ra ry  im p a irm e n ts  o f  s e c u r it ie s † (g e n e ra l). D iscus­
sion should inc lude  the  company policy fo r e va lua ting  o ther th an  
tem porary  im pa irm en ts , the  am ount o f im p a irm e n t and w hether 
those factors w ou ld  affect o ther investm ents. The SEC s ta ff ex­
pressed an expectation fo r th is  leve l o f disclosure fo r each q ua rte r fo r 
a ll m a te ria l im pa irm en ts .
c. R e a liz e d  losses o n  in v e s tm e n ts . D iscussion  shou ld  inc lude  the  
am ount o f loss and the fa ir  va lue a t the  date o f sale as w e ll as the 
reasons fo r sales i f  the  company p reviously asserted the a b ility  and 
in te n t to  ho ld  the  investm en t to m a tu rity , in  o rder to  ju s t ify  the lack 
o f an im p a irm e n t loss. The SEC expressed an expectation fo r th is  
leve l o f d isclosure each q ua rte r fo r a ll m a te ria l losses.
d. U n re a liz e d  losses o n  in v e s tm e n ts . D iscussion should inc lude  concen­
tra tio n s  o f securities w ith  a loss. A d d itio n a lly , d isclosure should 
include the  leng th  o f tim e  th a t securities have been recorded w ith  an 
unrea lized  loss, in  ta b u la r fo rm a t, by class o f security, and broken 
out between investm en t and non investm ent grade investm ents. The 
SEC s ta ff expressed an expectation fo r th is  leve l o f disclosure each 
q u a rte r fo r a ll m a te ria l unrea lized  losses.
e. A c c o u n tin g  P o lic y  D is c lo s u re s . R eg istran ts should provide more 
specific in fo rm a tio n  regard ing  c r it ic a l accounting policies, especially 
i f  the  policies are in  areas where there  is know n d ive rs ity  in  practice.
1.53 S E C  D is c lo s u re s — S a rb a n e s -O x le y  Im p le m e n ta tio n .  In  response to 
passage o f the  Sarbanes-Oxley A c t o f 2002, the  SEC and PCAOB have issued 
(or are issu ing) a dd itio na l ru les and regu la tions specifying com pliance.‡ Sec­
tions o f the A c t w h ich  conta in  disclosure requ irem ents include sections 302, 
401(a), 401(b), 404, 406, and 407.
a. Section 302— C e r t if ic a t io n  o f  D is c lo s u re  in  C o m p a n ie s  Q u a r te r ly  a n d  
A n n u a l re p o rts . CEOs and CFOs (or th e ir  equ iva len ts) are now 
requ ired  to  ce rtify  the  fin a n c ia l and o ther in fo rm a tio n  conta ined in  
q u a rte rly  and annua l reports  and m ake ce rta in  disclosures. A d d i­
tio n a lly , D epartm en t o f Justice  ce rtifica tions  (governed by section 
906 o f the  A ct) became effective upon enactm ent o f the Act.
b. Section 401(a)—D is c lo s u re  in  M a n a g e m e n t’s D is c u s s io n  a n d  A n a ly s is  
A b o u t O ff-B a la n c e  S h e e t A r ra n g e m e n ts  a n d  A g g re g a te  C o n tra c tu a l
† In  M a rch  2004, th e  E IT F  ra tif ie d  E IT F  Issue No. 03-1, The M e an in g  o f  O ther-Than-Tem pora ry  
Im p a irm e n t a n d  Its  A p p lic a tio n  to  C erta in  Investm ents. The gu idance applies to  in ves tm en ts  ac­
counted fo r u n d e r th e  cost m ethod , inves tm en ts  c lass ified  as e ith e r ava ilab le -fo r-sa le  o r he ld -to -m a­
tu r ity  u n d e r FASB S ta te m en t No. 115, and inves tm en ts  accounted fo r u n d e r FASB S ta te m en t No. 
124, A cco u n tin g  fo r  C erta in  Investm ents H e ld  by N o t-fo r-P ro fit O rgan iza tions . A s in d ica te d  in  pa ra ­
g raph  127 o f FASB S ta te m en t No. 115, insu rance  com panies are re q u ire d  to  re p o rt e q u ity  secu rities  
a t fa ir  va lue  even i f  th e y  do n o t m eet the  scope c r ite r ia  in  p a rag raph  3 o f FASB S ta te m e n t No. 115. 
There fore , th is  E IT F  applies to  e q u ity  secu rities  h e ld  by insu rance  com panies. The re co g n itio n  and 
m easurem ent gu idance in  pa ragraphs 6 -2 0  o f E IT F  Issue No. 03-1 shou ld  be a p p lied  to  o th e r-th a n - 
te m p o ra ry  im p a irm e n t eva lu a tion s  in  re p o rtin g  periods be g in n in g  a fte r June  15, 2004. F o r in v e s t­
m ents accounted fo r u n d e r FASB S ta te m en t N o. 115 and fo r in ves tm en ts  accounted fo r un d e r FASB 
S ta te m en t No. 124 th a t a re  w ith in  the  scope o f th is  Issue (re fe r to  p a rag raph  5(b)), th e  disclosure 
re q u ire m e n ts  in  p a rag raph  21 o f th is  Issue are effective  fo r a n n u a l fin a n c ia l s ta tem en ts  fo r fisca l 
years en d ing  a fte r Decem ber 15, 2003. F o r a ll o th e r inves tm en ts  w ith in  the  scope o f th is  Issue, th e  
d isclosure re q u ire m e n ts  in  pa ra g ra p h  21 are e ffective  fo r a n n u a l fin a n c ia l s ta tem en ts  fo r fisca l years 
en d ing  a fte r June  15, 2004. The d isclosure  re q u ire m e n ts  fo r  cost m e thod in ves tm en ts  in  pa rag raph  
22 are e ffective  fo r  a n n u a l fin a n c ia l s ta tem en ts  fo r fis ca l years end ing  a fte r June  15, 2004. C om para­
tiv e  in fo rm a tio n  fo r periods p r io r  to  in it ia l a p p lica tio n  is  n o t re qu ire d .
‡  S ta te  re g u la to rs  are cons ide ring  changes to  th e  R egu la tion  R e q u irin g  A n n u a l A u d ite d  F in a n ­
c ia l R eports in co rp o ra tin g  ce rta in  p rov is ions  o f th e  A ct.
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O b lig a t io n s . || T h is section o f the A c t requ ires th a t each annua l and 
q u a rte rly  fin a n c ia l re p o rt disclose specific m a te ria l transactions and 
re la tionsh ips. See the  “Preface” section o f th is  Guide fo r add itio na l 
in fo rm a tion .
c. Section 401(b)— C o n d itio n s  fo r  Use o f  N o n -G A A P  F in a n c ia l M ea su re s , 
discusses the disclosure o f pro form a financia l in fo rm ation  in  any report 
filed  w ith  the SEC, or in  any public disclosures or press releases. The 
te rm  n o n -G A A P  f in a n c ia l m easures  ra the r than  p ro  fo rm a  f in a n c ia l 
in fo rm a tio n , is used to e lim inate  confusion w ith  pro fo rm a disclosures 
th a t are required under existing SEC rules and regulations. As required 
by the Act, whenever a company presents a non-GAAP financia l meas­
ure, Regulation G w ill require presentation o f a num erical reconciliation 
to  the m ost d irectly  comparable m easurement calculated using GAAP. 
Regulation G also exp lic itly  prohib its the presentation o f inaccurate or 
m isleading non-GAAP financia l measures. Rule 401(b) defines a n o n -  
G A A P  f in a n c ia l  m e a s u re  as a num erica l m easure o f a com pany’s 
h is to r ic a l or fu tu re  fin a n c ia l perform ance, fin a n c ia l position , or cash 
flows th a t excludes (includes) am ounts, o r is  subject to  adjustm ents 
th a t have the effect o f excluding (including) amounts, th a t are included 
(excluded) in  the most d irectly  comparable measure calculated in  
accordance w ith  GAAP.
d. Section 404—M a n a g e m e n t’s R e p o rts  on  In te r n a l C o n tro l O v e r F in a n ­
c ia l R e p o r tin g  a n d  C e r t i f ic a t io n  o f  D is c lo s u re  in  E x c h a n g e  A c t  P e r i­
o d ic  R e p o rts . See paragraph 2.70 and the  “Preface” section o f th is  
Guide fo r a dd itio na l in fo rm a tion .
e. Sections 406/407—D is c lo s u re  R e q u ire d  by  S e c tio n s  4 0 6  a n d  4 0 7  o f  
th e  S a rb a n e s -O x le y  A c t  o f  2 0 0 2 . (Code o f E th ics and A u d it Com m ittee 
fin a n c ia l expert disclosures, respective ly). See the  “Preface” section 
o f th is  Guide fo r add itio na l in fo rm a tion .
1.54 A d d it io n a l In s u ra n c e  In d u s t r y  In fo r m a t io n  f o r  N o n -G A A P  F in a n c ia l 
M e a su re s . The d e fin itio n  o f non-G AAP fin a n c ia l measures specifica lly  ex­
cludes m easures th a t are requ ired  to  be disclosed by GAAP, SEC ru les, or an 
applicable  system  o f reg u la tion  imposed by a governm ent, governm ental 
a u th o r ity  o r se lf-re g u la to ry  o rg an iza tio n . There fo re , ra tio s  (e.g., s ta tu to ry )
|| The Statutory Accounting Principle Working Group responded to a NAIC/AICPA Working 
Group referral regarding section 401 requirements for companies to make certain disclosures in 
periodic filings, including off-balance sheet transactions. Readers should remain alert for final 
pronouncements.
* On June 17, 2004, the SEC approved PCAOB Auditing Standard No. 2, A n  A u d it  o f  In te rn a l 
C on tro l Over F in a n c ia l R epo rting  P erform ed in  C on ju nc tio n  W ith  an  A u d it  o f F in a n c ia l S tatem ents. 
This standard applies to audits of the financial statements of issuers, as defined by the Sarbanes-Ox­
ley Act, and other entities when prescribed by the rules of the SEC (collectively referred to as 
“issuers”). PCAOB Auditing Standard No. 2 establishes requirements that apply when an auditor is 
engaged to audit both an issuer’s financial statements and management’s assessment of the effective­
ness of internal control over financial reporting. The PCAOB has published staff guidance, issued in 
tandem with SEC guidance for issuers, on audits of internal control and can be found at 
www.pcaobus.org/QA_Staff_Internal_Control.pdf. The guidance consists of questions and answers 
dealing with such issues as independence, scope and extent of testing; evaluating deficiencies, 
multi-location issues, using the work of others, and service organizations. Due to the issuance of 
PCAOB Auditing Standard No. 2, a related proposed standard (PCAOB Release No. 2004-002) would 
amend and supersede certain sections of the PCAOB interim standards. See the “Preface” section of 
this Guide for more detailed information. Registered public accounting firms must comply with the 
standards of the PCAOB in connection with the preparation or issuance of any audit report on the 
financial statements of an issuer. The NAIC is currently evaluating potential changes to its require­
ments for all insurance companies, due to the passage of the Sarbanes-Oxley Act and related rules 
and regulations. Readers should be alert for any final pronouncements.
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used by insurance reg is tra n ts  in  SEC filin g s  to  describe the resu lts  o f opera­
tions are considered outside the scope o f the  non-G AAP ru les so long as those 
ra tios  are ide n tica l ( in  te rm s o f bo th  fo rm u la  and resu lt) to  those presented in  
requ ired  filin g s  w ith  insurance regula tors.
1.55 In  add itio n  to  R egula tion  G, the  SEC also amended R egulations S-K 
and S-B to  impose a dd itio na l requ irem ents and res tric tion s  on the  disclosure 
o f non-G AAP fin a n c ia l measures in  SEC filin g s . Am ong o the r th ings, the  
am endm ents to  R egulations S -K  and S-B p ro h ib it the  p resen ta tion  o f pe rfo rm ­
ance measures th a t exclude charges o r gains id e n tifie d  as “nonrecurring , 
in fre qu en t or unusua l,” unless the excluded item s m eet ce rta in  conditions. 
M any insurance companies use the  te rm  o p e ra tin g  e a rn in g s  (or s im ila r non- 
GAAP term s) in  d iscussing fin a n c ia l resu lts  w ith in  SEC filin g s . Insurance 
companies have defined o p e ra tin g  e a rn in g s  in  a va rie ty  o f d iffe re n t ways; 
however, the  m ost common d e fin itio n  is ne t income exclud ing  a fte r-ta x  re a l­
ized investm en t gains and losses. U nder the  new non-G AAP ru les, the  te rm  
o p e ra tin g  e a rn in g s  is  p ro h ib ited  from  being used in  SEC filin g s  because i t  is 
considered a perform ance m easure th a t is  adjusted to  e lim ina te  or smooth 
item s (i.e., rea lized investm en t gains and losses), w h ich  have e ith e r occurred 
in  the  p rio r tw o years o r are lik e ly  to  recur w ith in  tw o years from  the  
balance-sheet date. The SEC s ta ff requ ired  several insurance companies to  
resta te  Form  10-Q filin g s  because the  reg is tran ts  o rig in a lly  used the te rm  
o p e ra tin g  e a rn in g s  o r a s im ila r te rm  in  discussing resu lts  o f operations. The 
SEC s ta ff also has requ ired  insurance companies to  d iscontinue using  o p e ra t­
in g  e a rn in g s  in  press releases.
Fed era l R egulation— Terrorism
1.56 P rope rty  and lia b il ity  companies m ust fo llow  the “T e rro rism  R isk 
Insurance A c t”  passed Novem ber 26, 2002. T h is A c t creates a federa l backstop 
fo r p rope rty  and casualty insurance companies covering acts o f te rro rism  in  
excess o f $5 m illio n . Insurance companies w ou ld  pay a deductib le  equal to  
seven, ten  and fifte e n  percent o f p r io r year p rem ium s in  2003, 2004, and 2005, 
respective ly. The governm ent w ould  then  cover 90 percent o f losses exceeding 
the  deductib le  w ith  insurance companies liab le  fo r the o the r 10 percent. 
Federal paym ents w ou ld  be capped a t $90 b illio n , $87.5 b illio n  and $85 b illio n  
in  2003, 2004 and 2005, respective ly. The A ct also m andates th a t insure rs 
m ust m ake te rro rism  insurance ava ilab le  under a ll o f its  p rope rty  and casualty 
insurance policies on the  same te rm s and conditions as the  u nd e rly in g  policy.
1.57 The N A IC  has adopted tw o  m odel disclosure form s to  assist insure rs  
in  com plying w ith  the  T e rro rism  R isk  Insurance Act. The m odel disclosure 
form s m ay be used by insu re rs  to  m eet th e ir  ob liga tion  under the ru les and 
provide policyholders o f the  sta tus o f cu rren t coverage. Insure rs  m us t comply 
w ith  sta te  la w  and th is  A c t and are encouraged to  rev iew  the disclosure form s 
in  lig h t o f th e ir  cu rre n t po licy language, state legal requ irem ents and the 
provisions o f th is  Act.
Ind ustry  A sso cia tio n s
1.58 The p rope rty  and lia b il ity  insurance in d u s try  has m any in d u s try  
associations to  help  w ith  the  m u ltitu d e  o f techn ica l problem s th a t arise in  the  
course o f business. These organizations also m on ito r regu la to ry  developm ents 
and provide pub lic  re la tions  fo r the  in d u s try . (See A ppend ix G fo r a lis t.)
Statutory A ccounting  Practices
1.59 State insurance departm ents requ ire  insurance en titie s  to  m a in ta in  
records in  accordance w ith  s ta tu to ry  accounting  p ractices (SAP). S ta tu to ry
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accounting employs those accounting p rinc ip les and practices prescribed or 
pe rm itted  by an in su re r’s d om ic ilia ry  insurance departm ent and in  some 
instances, by the insurance departm ents o f o ther states in  w h ich  the  in su re r is 
licensed to  w rite  business, th a t is, authorized to do business.
1.60 The N A IC  codified s ta tu to ry  accounting practices fo r ce rta in  in s u r­
ance en titie s , re su ltin g  in  a revised Accounting  Practices and Procedures 
M anua l (revised M anua l). The state insurance law s and regu la tions requ ire  
insure rs  to  com ply w ith  the guidance provided in  the revised M anua l except as 
prescribed or p e rm itted  by sta te  law . States have adopted the revised M anua l 
in  whole, o r in  p a rt, as an e lem ent o f prescribed s ta tu to ry  accounting practices 
in  those states. If, however, the requ irem ents o f state laws, regu la tions, and 
a d m in is tra tive  ru les d iffe r from  the guidance provided in  the revised M anua l 
or subsequent revisions, those state law s, regu la tions, and a dm in is tra tive  
ru les w ill take  precedence.
1.61 The Pream ble o f the  revised M anua l notes the  fo llow ing  as the  
s ta tu to ry  h ie ra rchy, w h ich  is no t in tended to  p reem pt sta te  leg is la tive  regu la ­
to ry  a u th o rity :
L e v e l 1:
•  SSAPs inc lu d ing  GAAP reference m a te ria l categories a, b and c from  
the  GAAP h ie ra rchy  to  the exten t i t  has been adopted by the  N A IC  
and in  the  order o f the h ie ra rchy
•  Category a includes: FASB Statem ents and In te rp re ta tio n s , APB 
O pinions, and A IC P A  A ccounting Research B u lle tin s
•  Category b includes: FASB Technical B u lle tin s , A IC P A  In d u s try  A u d it 
and Accounting  Guides, and A IC P A  Statem ents o f Position
•  Category c includes: Consensus positions o f the  FASB Em erg ing  
Issues Task Force and A IC P A  Practice B u lle tin s .
L e v e l 2 :
•  Consensus positions o f the  E m erg ing  Accounting  Issues W ork ing  
Group as adopted by the N A IC
L e v e l 3:
•  N A IC  A n nu a l S tatem ent Ins truc tio ns
•  N A IC  P urposes a n d  P rocedu res o f  the  S e cu ritie s  V a lu a tio n  O ffice  m anual
L e v e l 4:
•  S ta tu to ry  Accounting  P rinc ip les S tatem ent o f Concepts
L e v e l 5:
•  GAAP reference m a te ria l below category c in  the  GAAP H ie ra rchy
1.62 The revised M anua l, the  N A IC ’s A n n u a l S ta te m e n t In s t ru c t io n s ,  
E x a m in e rs  H a n d b o o k , V a lu a t io n  o f  S e c u r it ie s  M a n u a l,  com m ittee m inutes, 
m odel ru les, regu la tions, and guide lines provide sources o f SAP. Some states 
m ay issue c ircu la r le tte rs  or b u lle tin s  describ ing th e ir  positions on various 
areas o f accounting. In  areas in  w h ich  specific accounting practices are no t 
prescribed, w ide ly  recognized practices m ay be pe rm itted  in  a g iven state or 
specific accounting app lica tions m ay be approved by the  state insurance de­
p a rtm en t, e ith e r o ra lly  or in  w ritin g . A u d ito rs  are able to  rev iew  sta te  exam ­
ine rs ’ reports  to ob ta in  evidence o f accounting practices th a t have e ith e r been 
e x p lic it ly  or im p lic it ly  accepted on exam ination.
1.63 Each s ta te  insu rance  d e p a rtm e n t req u ires  a ll insu rance  e n titie s  
licensed to  w rite  business in  th a t state to  file  an A n n u a l S ta te m e n t, also 
re fe rred  to  as the convention b lank, s ta tu to ry  b lank, o r s im p ly  th e  b la n k , w ith
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the  state insurance com m issioner fo r each in d iv id u a l insurance e n tity . M ost 
states requ ire  the  b la n k  to  be file d  by M arch  1 o f the fo llow ing  year. A ll states 
requ ire  th a t the  A n n u a l S ta te m e n t fo r the ca lendar year be com parative, 
p resenting  the  am ounts as o f December 31 o f the  cu rre n t year and the am ounts 
as o f the  im m ed ia te ly  preceding December 31. The A n n u a l S ta te m e n t includes 
num erous supp lem entary fin a n c ia l data, such as A na lys is  o f O perations by 
L ines o f Business and deta iled  schedules o f investm ents, losses and re in su r­
ance. The N A IC ’s In s t ru c t io n s  to  th e  A n n u a l S ta te m e n t requ ire  th a t insurance 
en titie s  file  in  conjunction w ith  th e ir  A n n u a l S ta te m e n t (1) an op in ion  by a 
qua lifie d  actua ry  concerning the  adequacy o f reserves and o ther ac tua ria l 
item s and th a t such reserves conform  w ith  s ta tu to ry  requ irem ents and (2) a 
n a rra tive  docum ent captioned “M anagem ent D iscussion and A na lys is ” d is­
cussing m a te ria l changes in  s ign ifican t annua l sta tem ent line  item s and 
m a te ria l fu tu re  opera ting  events, s im ila r to  the disclosures c u rre n tly  requ ired  
by the  SEC fo r pub lic  companies. The M anagem ent D iscussion and Ana lys is  is 
due A p r il 1 o f the fo llo w in g  year.
1.64 The N A IC  requires m ost insurance en titie s  in  a ll states to  file , by 
June 1, an A u d ite d  F ina nc ia l R eport w ith  the insurance comm issioners o f th e ir  
state o f dom icile  and a ll o ther states in  w h ich  they are licensed. Exem ptions to 
requ irem ents to  file  include insurance en titie s  th a t w rite  less th a n  one m illio n  
do lla rs in  d irec t prem ium s. The fin a n c ia l statem ents included in  the  A ud ited  
F ina nc ia l R eport should be prepared in  a fo rm  and using  language and group­
ings su b s ta n tia lly  the same as the re levan t sections o f the  A n n u a l S ta te m e n t 
o f the insu re r. The annua l A u d ite d  F inanc ia l R eport is to include a reconcili­
a tion  o f differences, i f  any, between the  aud ited  s ta tu to ry  fin an c ia l statem ents 
contained in  th a t rep o rt and the A n n u a l S ta te m e n t file d  w ith  the sta te  comm is­
sioner and a w ritte n  descrip tion  o f the  na tu re  o f the differences.
1.65 Insure rs  are requ ired  to  have th e ir  aud ito rs  prepare and file  an 
“A ccountants’ L e tte r o f Q u a lifica tio n ” and a “R eport on S ign ifica n t Deficiencies 
in  In te rn a l C ontro ls” in  accordance w ith  the N A IC  ins tru c tion s . Some states 
also requ ire  the  f il in g  o f an “E va lua tion  o f Accounting  Procedures and System 
o f In te rn a l C on tro l”  le tter.**
1.66 M any pub lic  e n tity  r is k  pools and captive insu re rs  are no t requ ired  
to  prepare reports  on a SAP basis. E nab ling  leg is la tion  genera lly  sets fo rth  
such e n titie s ’ rep o rting  requ irem ents and m ay requ ire  rep o rting  to  the state 
insurance com m issioner o r state agency. Separate ru les m ay app ly to  re p o rt­
ing , cap ita liza tion  requ irem ents, and so fo rth .
1.67 Insurance companies are exam ined re g u la rly  by state o r zone (a 
group o f states) insurance examiners, usua lly once every three to five years. The 
A n nu a l S ta tem en ts  f ile d  w ith  the  re g u la to ry  a u th o r itie s  are used to  m o n ito r
* O n  June  17, 2004, th e  SEC approved P C AO B A u d itin g  S tand a rd  No. 2, A n  A u d it  o f  In te rn a l 
C on tro l O ver F in a n c ia l R ep o rtin g  P erfo rm ed in  C on junction  W ith  an  A u d it  o f  F in a n c ia l S tatem ents. 
T h is  s tan da rd  app lies to  a u d its  o f th e  fin a n c ia l s ta tem en ts  o f issuers, as de fined by th e  Sarbanes-O x­
le y  A c t, and o th e r e n titie s  w hen  prescribed b y  th e  ru le s  o f th e  SEC (co lle c tive ly  re fe rre d  to  as 
“ issuers” ). P C AO B  A u d itin g  S tand a rd  No. 2 estab lishes re qu ire m en ts  th a t ap p ly  w hen  an a u d ito r is 
engaged to  a u d it bo th  an  is s u e r’s fin a n c ia l s ta tem en ts  and m anagem ent’s assessm ent o f th e  e ffective ­
ness o f in te rn a l con tro l ove r fin a n c ia l re p o rtin g . D ue to  th e  issuance o f P C AO B A u d itin g  S tandard  
No. 2, a re la te d  proposed s ta n d a rd  (PC AO B Release No. 2004-002) w ou ld  am end and supersede 
c e rta in  sections o f th e  P C AO B in te r im  s tandards, in c lu d in g  SAS No. 60. See th e  “ Preface”  section o f 
th is  G uide fo r m ore de ta iled  in fo rm a tio n . R egiste red p u b lic  accoun ting  firm s  m u s t com ply w ith  the  
standards o f th e  P C AO B in  connection w ith  th e  p re p a ra tio n  o r issuance o f a n y  a u d it re p o rt on the  
fin a n c ia l s ta tem en ts  o f an  issuer. The N A IC  is  c u rre n tly  e v a lu a tin g  p o te n tia l changes to  its  re q u ire ­
m ents fo r  a ll insu rance  com panies, due to  th e  passage o f th e  Sarbanes-O xley A c t and re la te d  ru le s  
and re g u la tio n s . Readers shou ld  be a le r t fo r an y  f in a l pronouncem ents.
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the fin a n c ia l cond ition  o f insurance companies in  the  period between exam ina­
tions and to  provide the  fin a n c ia l data  to  help  regu la te  the ind us try .
1.68 In  a dd ition  to the  aud its  o f fin a n c ia l sta tem ents, insurance exam in­
ers review  compliance w ith  law s or regu la tions concerning po licy form s, p re ­
m ium  rates, k ind s  o f investm ents, com position o f the  board o f d irectors, 
m em bers’ attendance a t board m eetings, re insurance contracts, in tercom pany 
transactions, and fa ir  tre a tm e n t o f policyholders. Insurance exam iners use the 
E x a m in e rs  H a n d b o o k , a pub lica tion  o f the  N A IC  th a t ou tlines the  procedures 
fo r conducting an exam ina tion  as a guide in  perfo rm ing  exam inations and in  
p repa ring  reports. M any o f the steps fo llow ed in  the  exam ina tion  are s im ila r 
to  those fo llow ed by independent aud ito rs  as the  handbook specifies th a t 
aud ito rs  should consider and include appropria te  procedures described in  the 
handbook.
1.69 Insurance en titie s  prepare th e ir  s ta tu to ry  fin a n c ia l statem ents in  
accordance w ith  accounting p rinc ip les and practices prescribed o r p e rm itted  by 
the insurance departm ent o f th e ir  sta te  o f dom icile, th a t is, SAP. SAP are 
considered an o the r comprehensive basis o f accounting (OCBOA) as described 
in  S ta tem ent on A u d itin g  Standards (SAS) No. 62, S p e c ia l R e p o rts  (A IC PA , 
P ro fe s s io n a l S ta n d a rd s , vol. 1, A U  sec. 623).
1.70 Prescribed s ta tu to ry  accounting practices are practices incorporated 
d ire c tly  or by reference in  state laws, regula tions, and general a dm in is tra tive  
ru les applicable to  a ll insurance enterprises dom iciled in  a p a rtic u la r state.
Permitted Statutory Accounting Practices
1.71 P e rm itted  SAP include practices no t prescribed in  paragraph 1.59 
b u t allowed by the  d om ic ilia ry  state reg u la to ry  a u th o rity . A n  insurance e n tity  
m ay request perm ission from  the  d om ic ilia ry  state regu la to ry  a u th o rity  to use 
a specific accounting practice in  the p repa ra tion  o f its  s ta tu to ry  fin an c ia l 
statem ents i f  e ith e r o f the  fo llow ing  occur:
a . The e n tity  w ishes to  depart from  the  prescribed SAP.
b . The prescribed SAP do not address the  accounting fo r the  transaction  
specifically.
According ly, p e rm itted  accounting practices d iffe r from  state to  state, m ay 
d iffe r from  company to  company w ith in  a state, and m ay change in  the fu tu re .
1.72 The d isclosures in  th is  pa rag ra ph  shou ld  be m ade i f  (a) sta te  
prescribed  s ta tu to ry  accounting  p ractices d if fe r  from  N A IC  s ta tu to ry  ac­
coun ting  practices or (6) p e rm itted  sta te  s ta tu to ry  accounting practices d iffe r  
from  e ith e r state prescribed s ta tu to ry  accounting practices or N A IC  s ta tu to ry  
accounting practices. The disclosures should be made i f  the  use o f prescribed 
o r p e rm itte d  s ta tu to ry  accounting  p ractices ( in d iv id u a lly  o r in  the  aggre­
gate) resu lts  in  reported s ta tu to ry  su rp lus or risk-based cap ita l th a t is  s ig n ifi­
can tly  d iffe re n t from  the s ta tu to ry  surp lus or risk-based cap ita l th a t w ould 
have been reported  had N A IC  s ta tu to ry  accounting p ractices been followed. I f  
an insurance en te rp rise ’s risk-based cap ita l w ou ld  have triggered  a regu la to ry  
event had i t  not used a pe rm itted  practice, th a t fa c t should be disclosed in  the 
fin an c ia l statem ents. Insurance enterprises should disclose, a t the date each 
fin an c ia l s ta tem ent is presented, a descrip tion  o f the  p rescribed  or p e rm itted  
s ta tu to ry  accounting  p rac tice  and the  re la te d  m on e ta ry  e ffect on s ta tu to ry
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surp lus o f us ing  an accounting practice th a t d iffe rs  from  e ith e r sta te  prescribed 
s ta tu to ry  accounting practices o r N A IC  s ta tu to ry  accounting practices.2
1.73 F ina nc ia l sta tem ents prepared on a comprehensive basis o f account­
in g  o the r th a n  GAAP should inc lude  a ll in fo rm a tive  disclosures th a t are 
appropria te  fo r the basis o f accounting used. T h a t includes a sum m ary o f 
s ig n ifica n t accounting policies th a t discusses the  basis o f p resen ta tion  and 
describe how th a t basis d iffe rs  from  GAAP. As noted in  the Pream ble o f the 
revised M anua l, paragraph 55, “To the  exten t th a t disclosures requ ired  by a 
SSAP are made w ith in  specific notes, schedules, or exh ib its  to  the annua l 
s ta tem ent, those disclosures are no t requ ired  to  be dup lica ted  in  a separate 
note. A n nu a l s ta tu to ry  fin a n c ia l sta tem ents w h ich  are no t accompanied by 
annua l sta tem ent exh ib its  and schedules (e.g., annua l a u d it report) sha ll 
include a ll disclosures requ ired  by the  SSAPs based on the  a pp lica b ility , 
m a te r ia lity  and significance o f the  ite m  to  the insu re r. C e rta in  disclosures, as 
noted in  in d iv id u a l SSAPs, are requ ired  in  the  annua l aud ited  s ta tu to ry  
fin a n c ia l sta tem ents on ly.” E x h ib it 1-1, “E va lua tion  o f the A ppropriateness o f 
In fo rm a tive  D isclosures in  Insurance E n te rp rises ’ F inanc ia l S tatem ents Pre­
pared on a S ta tu to ry  Basis,” provides guidance in  e va lua ting  w he ther in fo rm a ­
tive  disclosures are reasonably adequate fo r fin a n c ia l sta tem ents prepared on 
a s ta tu to ry  basis.
G e n e ra lly  A ccepted  A ccounting  Princip les
1.74 In  1966, the  A IC P A  issued the  In d u s try  A u d it Guide A u d its  o f  F ire  
a n d  C a s u a lty  In s u ra n c e  C o m p a n ie s , w h ich  inc lu de d  guidance on prescribed  
fin a n c ia l rep o rting  p rinc ip les and practices. In  response to  va ria tio n s  in  ac­
counting  practices, and in  an e ffo rt to  c la r ify  and expand the accounting 
discussion in  the  guide, in  1978 the  A IC P A  issued S tatem ent o f Position  (SOP) 
No. 78-6, A c c o u n tin g  f o r  P ro p e r ty  a n d  L ia b i l i t y  In s u ra n c e  C o m p a n ie s . Then, in  
1982, the  F ina nc ia l Accounting  Standards Board issued FASB S tatem ent No. 
60, A c c o u n tin g  a n d  R e p o r tin g  by  In s u ra n c e  E n te rp r is e s , w h ich  sets fo rth  
specialized in d u s try  accounting p rinc ip les fo r insurance companies. O ther 
FASB pronouncem ents w h ich  s ig n ifica n tly  affect insurance companies include 
FASB S tatem ent No. 97, A c c o u n tin g  a n d  R e p o r tin g  by  In s u ra n c e  E n te rp r is e s  
f o r  C e r ta in  L o n g -D u ra t io n  C o n tra c ts  a n d  f o r  R e a liz e d  G a in s  a n d  Losses F ro m  
th e  S a le  o f  In v e s tm e n ts , FASB S tatem ent No. 113, A c c o u n tin g  a n d  R e p o r tin g  
f o r  R e in s u ra n c e  o f  S h o r t -D u ra t io n  a n d  L o n g -D u ra t io n  C o n tra c ts , FASB S tate­
m en t No. 115, A c c o u n t in g  f o r  C e r ta in  In v e s tm e n ts  in  D e b t a n d  E q u ity  
In v e s tm e n ts , FASB S tatem ent No. 140, A c c o u n tin g  f o r  T ra n s fe rs  a n d  S e rv ic in g  
o f  F in a n c ia l A sse ts  a n d  E x t in g u is h m e n ts  o f  L ia b i l i t ie s ,  FASB S tatem ent No. 
133, A c c o u n t in g  f o r  D e r iv a t iv e  In s t r u m e n ts  a n d  H e d g in g  A c t iv it ie s ,  as 
amended, a n d  E IT F  A b s trac t No. 9 3 -6 , A c c o u n tin g  f o r  M u lt ip le -Y e a r  R e tro sp e c ­
t iv e ly  R a te d  C o n tra c ts  by  C e d in g  a n d  A s s u m in g  E n te rp r is e s . O the r accounting 
p rinc ip les  p e rta in in g  specifica lly  to  p rope rty  and lia b il ity  insurance companies 
include the  A IC P A ’s SOP 94-5, D is c lo s u re s  o f  C e rta in  M a tte rs  in  the  F in a n c ia l 
S ta te m e n ts  o f  In s u ra n c e  E n te rp ris e s , as amended, SOP 97-3, A c c o u n tin g  by In s u r ­
ance a n d  O th e r E n te rp r is e s  fo r  In s u ra n c e -R e la te d  A ssessm e n ts , SOP 98-7, D e ­
p o s it  A c c o u n tin g : A c c o u n tin g  f o r  In s u ra n c e  a n d  R e in s u ra n c e  C o n tra c ts  T h a t  D o
2 Disclosures in this paragraph should be applied by a U.S. insurance enterprise, a U.S. 
enterprise with a U.S. insurance subsidiary, or a foreign enterprise with a U.S. insurance subsidiary, 
i f  the enterprise prepares U.S. GAAP financial statements. I f  a foreign insurance enterprise that does 
not have a U.S. insurance subsidiary prepares U.S. GAAP financial statements or is included in its 
parent’s consolidated U.S. GAAP financial statements, the notes to the financial statements should 
disclose permitted regulatory accounting practices that significantly differ from the prescribed 
regulatory accounting practices of its respective regulatory authority, and their monetary effects.
AAG-PLI 1.74
2 0 Property and L ia b ility  Insurance Companies
N o t  T ra n s fe r  In s u ra n c e  R is k ,  SOP 00-3, A c c o u n tin g  by  In s u ra n c e  E n te rp r is e s  
f o r  D e m u tu a liz a tio n s  a n d  F o rm a t io n s  o f  M u tu a l In s u ra n c e  H o ld in g  C o m p a ­
n ie s  a n d  f o r  C e r ta in  L o n g -D u ra t io n  P a r t ic ip a t in g  C o n tra c ts , and SOP 01-5, 
A m e n d m e n ts  to  S p e c ific  A IC P A  P ro n o u n c e m e n ts  f o r  C h a n g e s  R e la te d  to  th e  
N A IC  C o d if ic a t io n .
1.75 FASB S tatem ent No. 60 classifies insurance contracts as short- 
d u ra tio n  or long -du ra tion  contracts. The c lassifica tion  depends on w he ther a 
contract is expected to  provide coverage fo r an extended period. The factors 
th a t should be considered in  de te rm in ing  w he ther a p a rtic u la r contract can be 
expected to  rem a in  in  force fo r an extended period are—
a. A  s h o r t-d u ra t io n  c o n tra c t, w h ich  provides insurance p ro tection  fo r a 
fixed  period  o f short d u ra tio n  and enables the  in su re r to  cancel the  
contract o r to  ad just the provisions o f the  contract a t the  end o f any 
contract period, such as ad jus tin g  the am ount o f prem ium s charged 
o r coverage provided.
b. A  lo n g -d u ra tio n  c o n tra c t, w hich generally is not subject to  u n ila te ra l 
changes in  its  provisions, such as a noncancelable or guaranteed renew­
able contract, and w hich requires the performance o f various functions 
and services (includ ing  insurance protection) fo r an extended period.
D e te rm in in g  w he ther a contract is sh o rt-du ra tion  o r long-dura tion  requ ires 
bo th  jud gm e n t and an analysis o f the contract term s. M ost p rope rty  and 
lia b il ity  insurance contracts c u rre n tly  issued are c lassified as sh o rt-du ra tion  
contracts.
1.76 U nder FASB S tatem ent No. 60, prem ium s from  sho rt-du ra tion  con­
trac ts  o rd in a rily  are recognized as revenue over the  contract period in  propor­
tio n  to  the am ount o f insu rance  p rov ided , and lia b ilit ie s  fro m  u n p a id  c la im s 
and fo r c la im  adjustm ent expenses are accrued when insured events occur during  
the  contract period. C e rta in  costs, called a c q u is it io n  costs, va ry  w ith  and are 
p r im a r ily  re la ted  to  the acqu is ition  o f insurance contracts. These costs are 
cap ita lized  and charged to  expense in  p ropo rtion  to  p rem ium  revenue recog­
nized (th a t is, also over the  contract period). (P a rticu la r sections o f th is  a u d it 
guide discuss the  requ irem ents o f FASB S tatem ent No. 60, b u t the reader 
should re fe r to the  sta tem ent its e lf fo r specific guidance.)
1.77 GASB S tatem ent No. 10, A c c o u n tin g  a n d  F in a n c ia l R e p o r tin g  f o r  
R is k  F in a n c in g  a n d  R e la te d  In s u ra n c e  Is su e s , as amended and in te rp re te d  by 
various GASB pronouncem ents,†† sets fo rth  the accounting and fin an c ia l re ­
p o rtin g  requ irem ents fo r pub lic  e n tity  r is k  pools. GASB S tatem ent No. 10, as 
amended and in te rp re ted , is  based p r im a r ily  on FASB S tatem ent No. 60 b u t 
includes ce rta in  accounting and fin a n c ia l re p o rtin g  requ irem ents th a t d iffe r 
from  FASB S tatem ent No. 60. In  add itio n  to the  requirem ents o f GASB 
S tatem ent No. 10, there  are o ther pronouncem ents o f the GASB th a t affect 
accounting and financia l reporting  by public e n tity  r is k  pools. F or example, GASB
†† The G ove rnm enta l A ccoun ting  S tandards B oard  (G ASB) has issued GASB S ta te m en t No. 34, 
B asic F in a n c ia l S tatem ents— a nd  M anagem ent’s D iscussion  a nd  A n a lys is— fo r  S ta te  a n d  L o ca l Gov­
ernm ents. T h a t S ta te m e n t fu n d a m e n ta lly  changes th e  fo rm a t and con ten t o f fin a n c ia l s ta tem en ts  fo r 
a ll s ta te  and loca l gove rnm en ta l e n titie s , in c lu d in g  p u b lic  e n tity  r is k  pools, and becomes effective  in  
th re e  phases depend ing  on an e n tity ’s to ta l a n n u a l revenues (as spe c ifica lly  de fined) in  th e  f ir s t  fisca l 
ye a r en d ing  a fte r Jun e  15, 1999. The f ir s t  im p le m e n ta tio n  phase is  fo r  fin a n c ia l s ta tem en ts  fo r 
periods be g in n in g  a fte r Jun e  15, 2001, th e  second im p le m e n ta tio n  phase is  fo r fin a n c ia l sta tem en ts 
fo r  periods be g in n in g  a fte r Jun e  15, 2002, and th e  th ir d  im p le m e n ta tio n  phase is  fo r fin a n c ia l 
s ta tem en ts  fo r pe riods be g in n in g  a fte r Jun e  15, 2003. F o r a ll phases, e a rlie r a p p lica tio n  is  encour­
aged. Special tra n s itio n  p rov is ions  a p p ly  fo r com ponent u n its .
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S tatem ent No. 3, D e p o s its  W ith  F in a n c ia l In s t itu t io n s ,  In v e s tm e n ts  ( In c lu d in g  
R e p u rc h a s e  A g re e m e n ts ), a n d  R everse R e p u rc h a s e  A g re e m e n ts , requ ires pools 
to  m ake ce rta in  disclosures about the c red it and m a rke t risks  o f th e ir  inves t­
m ents. F u rth e r, GASB S tatem ent No. 9, R e p o r tin g  C a sh  F lo w s  o f  P ro p r ie ta ry  
a n d  N o n e x p e n d a b le  T ru s t  F u n d s  a n d  G o v e rn m e n ta l E n t it ie s  T h a t  Use P ro p r ie ­
ta ry  F u n d  A c c o u n tin g , requ ires pools to present a sta tem ent o f cash flow s 
u s in g  cash flow s categories th a t d iffe r from  those requ ired  by FASB S tatem ent 
No. 95, S ta te m e n t o f  C a sh  F lo w s . T h is guide does no t a tte m p t to  h ig h lig h t the  
areas in  w h ich  d iffe re n t accounting or rep o rting  is requ ired  fo r pub lic  e n tity  
r is k  pools.
SA P to G A A P  R econciliation
1.78 The differences between SAP and GAAP re su lt from  th e ir  d iffe rin g  
emphasis, as noted in  the  Pream ble o f the revised M anua l, paragraph 10, 
“GAAP is designed to m eet the  va ry ing  needs o f the d iffe re n t users o f fin an c ia l 
statem ents. SAP is designed to  address the concerns o f regu la tors, who are the 
p rim a ry  users o f s ta tu to ry  fin an c ia l statem ents. As a resu lt, GAAP stresses 
m easurem ent o f em erging earnings o f a business from  period to  p e r io d ,. . .  
w h ile  SAP stresses m easurem ent o f the  a b ility  to  pay cla im s in  the  fu tu re .” 
Adequate s ta tu to ry  su rp lus provides pro tection  to  policyholders and pe rm its  a 
company to  expand its  p rem ium  w ritin g . According ly, SAP places a g rea t deal 
o f emphasis on the adequacy o f s ta tu to ry  surp lus. Table 1-1, “ S um m ary o f 
S ta tu to ry  Accounting Practices and G enera lly  Accepted A ccounting  P rin c i­
ples,” presents a sum m arized com parison o f the  m a jo r differences in  account­
in g  tre a tm e n t betw een G AAP and SAP fo r selected fin a n c ia l s ta tem ent 
components. The reader should, however, re fe r to the  actua l pronouncem ents 
fo r e xp lic it guidance in  accounting fo r transactions in  each o f the  areas.
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Table  1-1
Sum m ary of Statutory Accounting Practices and  
G en era lly  Accepted Accounting Principles
The fo llow ing  are h ig h lig h ts  o f s ign ifican t differences in  accounting trea tm en t 
between codified s ta tu to ry  accounting practices (SAP) and genera lly  accepted 
accounting p rinc ip les (GAAP) fo r ce rta in  fin a n c ia l sta tem ent components. As 
described in  paragraph 1.71, s ta tu to ry  accounting m ay va ry  by state. The SAP 
and GAAP references in  the  ch a rt p e rta in in g  to  each area are no t necessarily 
inc lus ive  o f a ll guidance applicable to the  subject m atte r.
Area
Bonds
Common stock
Nonredeemable 
preferred stock
Codified Statutory 
Accounting Practices
Debt securities w ith  an NAIC  
designation o f 1 or 2 shall be 
reported a t amortized cost, 
w h ile  a ll other debt securities 
(NAIC designation 3 to 6) shall 
be reported a t the lower o f 
amortized cost or fa ir  value. 
SSAP No. 26, Bonds, Excluding  
Loan-backed and Structured  
Securities and SSAP No. 43, 
Loan-backed and Structured  
Securities.
Common stock is generally 
reported a t the fa ir  value as 
published in  the NAIC 
Valuation o f Securities M anual, 
which is the determ ination of 
“m arket” for each lis ted stock 
by the N A IC ’s Securities 
V aluation Office.
See SSAP No. 30, Investments 
in  Common Stock (excluding 
investments in  common stock o f 
subsidiary, controlled, or 
a ffilia ted  entities).
Perpetual preferred stock th a t 
is of highest or high qua lity  
(designation 1 or 2) shall be 
valued using u n it prices as 
reported by the NAIC  
V aluation of Securities Manual. 
A ll other are reported at the 
lower o f cost or fa ir  value. See 
SSAP No. 32, Investments in  
Preferred Stock (excluding 
investments in  preferred stock o f 
subsidiary, controlled, or 
affilia ted  entities).
Generally Accepted 
Accounting Principles
Classified as trad ing  securities 
or securities available fo r sale 
a t fa ir  value; classified as 
he ld-to -m aturity at amortized 
cost, i f  positive in te n t and 
a b ility  to hold to m a tu rity  exist. 
FASB Statement No. 115, 
Accounting for Certa in 
Investments in  Debt and 
E qu ity  Securities. When the 
ris k  o f princ ipa l is other than 
nom inal, certain securities 
(examples, Asset Backed 
Securities, Collateralized Debt 
Obligations) are also accounted 
for under E ITF  Issue No. 99-20, 
Recognition o f Interest Income 
and Im pairm ent o f Certain 
Investments in  Securitized 
F inancia l Assets.
F a ir value. FASB Statement 
No. 115, Accounting fo r Certain 
Investments in  Debt and 
E qu ity  Securities.
F a ir value. FASB Statement 
No. 115, Accounting for Certain 
Investments in  Debt and 
E qu ity  Securities.
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Mortgages
Real estate 
— Investm ent
—Held fo r sale
Investm ent in  
a ffilia tes
Codified Statutory 
Accounting Practices
N ature, Conduct, and R egulation
F irs t mortgages th a t are not in  
default w ith  regard to principa l 
or in terest are carried at 
outstanding principa l balance, 
or amortized cost i f  acquired at 
a discount or prem ium  less 
im pairm ent.
See SSAP No. 37, Mortgage 
Loans.
Properties occupied or held for 
the production o f income are 
reported a t depreciated cost 
less encumbrances less 
im pairm ent.
See SSAP N o. 40, Real Estate 
Investments.‡
Report a t the lower of 
depreciated cost or fa ir  value 
less encumbrances and 
estimated costs to sell the 
property. SSAP No. 40, Real 
Estate Investments.‡
Investments in  subsidiary, 
controlled or a ffilia ted  (SCA) 
entities should be reported 
using e ither a m arket valuation 
approach or sta tu tory equity 
methods w ithou t regard to 
levels o f control or ownership. 
See SSAP No 46. ||
Generally Accepted 
Accounting Principles
o f the Business 2 3
Unpaid balance plus 
unamortized loan orig ination 
fees as prescribed by FASB 
Statement No. 91, Accounting 
fo r Nonrefundable Fees and 
Costs Associated W ith 
O rig ina ting or A cqu iring  Loans 
and In it ia l D irect Costs o f 
Leases, less im pairm ent as per 
FASB Statement No. 114, 
Accounting by Creditors fo r 
Im pairm ent† o f a Loan, as 
amended by FASB Statement 
No. 118, Accounting by 
Creditors fo r Im pairm ent o f a 
Loan—Income Recognition and 
Disclosures, and FASB 
Statement No. 5, Accounting fo r 
Contingencies.
Depreciated cost, after 
im pairm ent write-down as per 
FASB Statement No. 144, 
Accounting fo r the Im pairm ent 
or Disposal o f Long-Lived 
Assets, i f  applicable.
Lower of carrying value or fa ir  
value less cost to sell.
Consolidated, equity basis, or 
cost as appropriate.# SOP 78-9, 
Accounting fo r Investments in  
Real Estate Ventures', APB 
Opinion No. 18, The Equ ity  
Method o f Accounting fo r 
Investments in  Common Stock; 
FASB Statem ent No. 58, 
Capita lization o f Interest Cost in  
F inancia l Statements That 
Include Investments Accounted 
fo r by the E qu ity Method, FASB 
Statement No. 94,
Consolidation o f A ll 
M ajority-Owned Subsidiaries, 
ARB No. 51, Consolidated 
F inancia l Statements, and 
FASB In terp re ta tion  No. 46 
(revised December 2003), 
Consolidation o f Variable 
Interest Entities.
(continued)
AAG-PLI 1.78
2 4
Area
Unrealized 
gains (losses) 
for securities
Im pairm ent 
issues (for 
marketable 
debt and equity 
securities)
Nonadm itted
assets
Loss Reserves
Codified Statutory Generally Accepted
Accounting Practices Accounting Principles
Property and L ia b ility  Insurance Companies
Unrealized gains (losses) on 
investments held at other than 
amortized cost are recorded 
d irectly  to surplus. Guidance 
comes from  a varie ty of sources, 
includ ing bu t not lim ited  to, 
SSAP Nos. 7, 26, 30, 32, 43, 
and 86.
W rite-down for im pairm ent1 of 
value th a t is other than 
tem porary SSAP No. 26, Bonds, 
Excluding Loan-backed and 
Structured Securities, SSAP 
No. 30, Investments in  Common 
Stock (excluding investments in  
common stock o f subsidiary, 
controlled, or a ffilia ted  entities) 
and SSAP No. 32, Investments 
in  Preferred Stock (excluding 
investments in  preferred stock o f 
subsidiary, controlled, or 
affilia ted  entities).
Excluded from  the statutory 
balance sheet and charged to 
surplus.
See SSAP No. 4, Assets and  
Nonadm itted Assets, SSAP No. 
20, Nonadm itted Assets, and 
SSAP No. 29, Prepaid Expenses.
Claims, losses and loss/claim 
adjustm ent expenses shall be 
recognized as expense when an 
event occurs. L iab ilitie s  shall 
be established for any unpaid 
expenses, w ith  a corresponding 
charge to income.
See SSAP No. 55, Unpaid  
Claims, Losses and Loss 
Adjustm ent Expenses, No. 62, 
Property and Casualty 
Reinsurance, and No. 65, 
Property and Casualty Contracts.
Recorded in  net income for 
trad ing, or other comprehensive 
income for available fo r sale, as 
appropriate (except for 
he ld-to-m aturity). FASB 
Statement No. 115, Accounting 
fo r Certain Investments in  Debt 
and E qu ity Securities, FASB 
Statement No. 130, Reporting 
Comprehensive Income.
W rite-down for im pairm ent of 
value th a t is other than 
tem porary, as described in  
FASB Statement No. 5, 
Accounting fo r Contingencies, 
No. 114, Accounting by 
Creditors fo r Im pairm ent o f a 
Loan, as amended by FASB 
Statement No. 118, Accounting 
by Creditors fo r Im pairm ent o f 
a Loan—Income Recognition 
and Disclosures, and FASB 
Statement No. 115, Accounting 
fo r Certain Investments in  Debt 
and E quity Securities. 
A dd itiona lly , when the ris k  of 
p rinc ipa l is other than nom inal, 
certain securities (examples, 
Asset Backed Securities, 
Collateralized Debt 
Obligations) are also accounted 
for under E ITF  Issue No. 99-20, 
Recognition o f Interest Income 
and Im pairm ent o f Certain 
Investments in  Securitized 
F inancia l Assets.
Not applicable.
Accrued when insured events 
occur and based on the 
estimated u ltim ate  cost o f 
se ttling  the claims. Estim ated 
recoveries are deducted from 
the lia b ility  for unpaid claims. 
FASB Statement No. 60, 
Accounting and Reporting by 
Insurance Enterprises.
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Codified Statutory 
_____ Accounting Practices_____
For a ll property casualty 
contracts other than workers 
compensation, w ritten  
prem ium  is reported as the 
contractual amount charged to 
the contract holder for the 
effective period of the contract. 
For workers compensation 
contracts, w ritte n  prem ium  
may be recorded on an 
insta llm ent basis to m atch the 
b illin g  to the policyholder.
See SSAP No. 53, Property 
Casualty Contracts-Premiums.
Dividends to policyholders 
im m ediately become lia b ilitie s  
when they are declared and 
shall be recorded as a lia b ility . 
See SSAP No. 65, Property and 
Casualty Contracts.
F u ll cred it generally given for 
authorized reinsurers; net 
reporting required; reinsurance 
recognized based on adequate 
risk  transfer; lia b ility  for 
unauthorized reinsurers.
See SSAP No. 62, Property and 
Casualty Reinsurance.
Balance sheet should include 
deferred income tax assets 
(DTAs) and lia b ilitie s  (DTLs), 
the expected fu ture  tax 
consequences of tem porary 
differences generated by
Generally Accepted 
Accounting Principles
Due and uncollected premiums 
are recorded as assets. An 
appropriate allowance should 
be established. FASB 
Statement No. 60, Accounting 
and Reporting by Insurance 
Enterprises.
I f  lim ita tions exist on the 
amount o f net income from 
pa rtic ipa ting  insurance 
contracts of insurers th a t may 
be distribu ted to stockholders, 
provision is made for 
accumulated earnings expected 
to be paid to contract holders, 
includ ing pro ra ta  portion of 
dividends incurred to valuation 
date; I f  there are no net income 
restrictions, the fu ture  
dividends are accrued over the 
prem ium -paying period of the 
contract. Accounting varies 
depending on the app licab ility  
of FASB Statement No. 60 
paragraphs 41 through 43, 
Accounting and Reporting by 
Insurance Enterprises.
Reinsurance recognized based 
on adequate transfe r o f risk; 
provision for uncollectible 
reinsurance and gross reporting 
required under FASB 
Statement No. 113, Accounting 
and Reporting for Reinsurance 
o f Short-D uration and 
Long-Duration Contracts, net 
reporting is not allowed unless 
a r ig h t o f offset exists as 
defined in  FASB In terp re ta tion  
No. 39, Offsetting o f Amounts 
Related to Certain Contracts.
See also FASB Statement No. 
113 acquisition cost recovery 
described under “Contract 
Acquisition Costs” .
Provision made for tem porary 
differences, net operating 
losses, and credit carryforwards 
under FASB Statement No.
109, Accounting fo r Income 
Taxes.
(continued)
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Area
Leases
L ia b ility  for 
postretirem ent 
benefits other 
than pensions
Pension
benefits
Codified Statutory 
_____ Accounting Practices_____
statutory accounting, as 
defined in  paragraph 11 of FAS 
109. Changes in  DTAs and 
DTLs, includ ing changes 
a ttribu tab le  to changes in  tax 
rates and changes in  tax status, 
i f  any, shall be recognized as a 
separate component of gains 
and losses in  unassigned funds 
(surplus). A dm iss ib ility  test to 
determ ine how much DTAs 
should be admitted.
See SSAP No. 10, Income Taxes.
A ll leases, except leveraged 
leases should be considered 
operating leases. SSAP No. 22, 
Leases.
An employer shall account for 
its  postretirem ent benefits for 
vested employees only, on an 
accrual basis. SSAP No. 14, 
Postretirement Benefits Other 
Than Pensions, adopted FASB 
Statement Nos. 106 and 132 
w ith  some modifications.
Generally Accepted 
Accounting Principles
For defined benefit plans, 
reporting entities should adopt 
FASB Statement No. 87, w ith  a 
modification to exclude 
nonvested employees. The excess 
o f plan assets over obligations 
should be treated as a 
nonadmitted asset. Net plan 
obligations m ust be accrued 
irrespective o f funding. For 
defined contribution plans, the 
reporting en tity  should expense 
contributions required by the 
plan over the period in  which the 
employee vests in  those
Classified as capita l or 
operating according to the 
provisions of FASB Statement 
No. 13, Accounting fo r Leases, 
as amended.
Expected postretirem ent 
benefit obligations are 
recognized over the w orking life  
o f employees; lia b ility  based on 
vested and nonvested benefits 
under FASB Statement No.
106, Employers’ Accounting fo r 
Postretirement Benefits Other 
Than Pensions. A dd itionally, 
FASB Statement No. 132 
(revised 2003) Employers’ 
Disclosures About Pensions and 
Other Postretirement Benefits, 
retains the disclosure 
requirements of FASB 
Statement No. 132 (which 
supersedes the disclosure 
requirem ents o f FASB 
Statement No. 106) and 
requires additional disclosures 
about the assets, obligations, 
cash flows, and net periodic 
benefit cost o f defined benefit 
plans and other defined post 
re tirem ent plans.
Pension costs calculated based 
on the projected u n it credit 
method under FASB Statement 
No. 87, Employers’ Accounting 
for Pensions, FASB Statement 
No. 132 (revised 2003), 
Employer’s Disclosures About 
Pensions and Other 
Postretirement Benefits, 
supersedes the disclosure 
requirements o f FASB 
Statement No. 87 retains the 
disclosure requirements of 
FASB Statement No. 132, and 
requires additional disclosures
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contributions. Contributions to 
plan partic ipants’ accounts 
made p rio r to vesting shall be 
treated as prepaid expenses 
and shall be nonadmitted. 
Contributions required after 
partic ipants term inate or re tire  
shall be accrued and an 
expense shall be recorded over 
the w orking lives o f the 
participants. See SSAP No. 89, 
Accounting fo r Pensions, A  
Replacement o f SSAP No. 8, 
Pensions, which adopts FASB 
Statement No. 87, Employers’ 
Accounting fo r Pensions, No. 88, 
Employers’ Accounting fo r 
Settlements and Curtailm ents 
o f Defined Benefit Pension 
Plans and fo r Term ination  
Benefits, and No. 132, 
Employers’ Disclosures About 
Pensions and Other 
Postretirement Benefits, w ith  
some modifications.
Charged to expense when 
incurred. SSAP No. 71, Policy 
Acquisition Costs and 
Commissions.
about the assets, obligations, 
cash flows, and net periodic 
benefit cost of defined benefit 
pension plans and other defined 
benefit postretirem ent plans.
Deferred and amortized (w ith  
in terest) in  re la tion to the 
revenue generated i f  
recoverable from  such revenue. 
FASB Statement No. 60, 
Accounting and Reporting by 
Insurance Enterprises.
Proceeds from  reinsurance 
transactions th a t represent 
recovery o f acquisition costs 
reduce applicable unamortized 
acquisition costs; net 
acquisition costs are capitalized 
and charged to expense in  
proportion to net revenue 
realized under FASB 
Statement No. 113, Accounting 
and Reporting fo r Reinsurance 
o f Short-Duration and  
Long-Duration Contracts.
G enerally no t applied given 
financia l statement focus on 
presentation from  a liq u id ity  of 
assets standpoint for regulatory 
purposes. M ajority-owned 
subsidiaries are not 
consolidated for ind iv idua l 
en tity  s ta tu tory reporting.
SSAP No. 46, Investments in  
Subsidiary, Controlled, and 
A ffilia te d  Entities . |
Generally required in  
accordance w ith  FASB 
Statement No. 94,
Consolidation o f A ll 
M ajority-O wned Subsidiaries, 
ARB No. 51, Consolidated 
F inancia l Statements, and 
FASB In terp re ta tion  No. 46, 
(revised December 2003), 
Consolidation o f Variable  
Interest Entities.
(continued)
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* In s u re rs  are re q u ire d  to  s u b m it n e w ly  acqu ired  u n lis te d  secu rities  no t sub ject to  th e  p ro v i­
s iona l exem ption  f i l in g  ru le , to  th e  N A IC  S ecurities V a lu a tio n  O ffice fo r v a lu a tio n . The N A IC  is 
c u rre n tly  d iscussing  m o d ifica tion s  to  th e  p ro v is io n a l exem ption  ru le . E ffec tive  J a n u a ry  1, 2004, the re  
is  a new  process w h ich  exem pts c e rta in  secu rities  ra te d  by  n a tio n a lly  recognized s ta tis tic a l ra tin g  
o rgan iza tions  fro m  f i l in g  w ith  th e  N A IC  S ecurities V a lu a tio n  O ffice. A d d itio n a lly , th e re  are d iscus­
sions in  process to  a llo w  au th o rize d  com panies to  se lf-ra te  non ra te d  secu rities. Readers shou ld  be 
a le r t to  new  developm ents.
† The A IC P A  has issued SOP 03-3, A cco u n tin g  fo r  C e rta in  Loans o r D ebt S ecurities A cq u ire d  in  
a Transfer. The SOP app lies to  a ll nongove rnm enta l e n titie s  th a t acqu ire  loans w ith  evidence o f c re d it 
q u a lity  d e te rio ra tio n  since o rig in a tio n  acqu ired  by com p le tion  o f a tra n s fe r fo r w h ic h  i t  is  p robab le, a t 
acq u is itio n , th a t th e  in v e s to r w ill be unab le  to  co llect a ll c o n tra c tu a lly  re q u ire d  paym ents receivable, 
w ith  c e rta in  exceptions. Com m on scope exceptions inc lu d e d  in  p a ra g ra p h  3 o f SOP 03-3 in c lu d e  loans 
w ith  fa ir  va lue  changes inc lud ed  in  incom e, such as tra d in g  secu rities  u n d e r FASB S ta te m en t No. 
115, m ortgage backed secu rities  u n d e r FASB S ta te m en t No. 134, and leases u n d e r FASB S ta te m en t 
No. 13. SOP 03-3 supersedes P ractice  B u lle tin  No. 6, A m o rtiz a tio n  o f  D iscounts on C e rta in  A cq u ire d  
Loans, fo r tra n sa c tio n s  en tered in to  a fte r the  SOP’s in it ia l a p p lica tion . F o r loans acqu ired  in  fisca l 
years p r io r  to  th e  SOP’s effective  date (fisca l years be g in n in g  a fte r D ecem ber 15, 2004) and w ith in  th e  
scope o f P ractice  B u lle t in  N o. 6, th e  SOP am ends th e  a p p lica tio n  o f P ractice  B u lle tin  No. 6 w ith  
re ga rd  to  accoun ting  fo r decreases in  cash flow s expected to  be collected.
‡ The N A IC  has c u rre n tly  exposed SSAP No. 90 (Issue P aper No. 121), A cco u n tin g  fo r  the 
Im p a irm e n t o r D isposa l o f  R ea l E sta te  Investm ents, w h ich  inco rpora tes c e rta in  concepts fro m  FASB 
S ta te m en t No. 144, A cco u n tin g  fo r  the Im p a irm e n t o r D isposa l o f  L on g -L ive d  Assets. The exposure 
d ra ft w ou ld  supersede c e rta in  p o rtio n s  o f SSAP No. 40 and SSAP No. 68. Readers shou ld  be a le r t to  
an y  f in a l p ronouncem ent.
| |  SSAP No. 88 (Issue P aper No. 118), Investm en ts in  S ubs id ia ry , C on tro lle d  a n d  A ff ilia te d  
E n titie s , A  Replacem ent o f  S S A P  N o. 46, has been exposed fo r com m ent. SSAP No. 88 c la rifie s  w hen 
e ith e r th e  s ta tu to ry  o r G A A P  e q u ity  basis shou ld  be used. Specific ru le s  id e n tify  th e  cond itions  w hen 
G A A P  e q u ity  needs to  be ad jus ted  fo r ce rta in  tra n sa c tio n s  o r a c tiv itie s . A n y  ad ju s tm en ts  m ay be 
based on a 20 pe rcen t o f revenue “b r ig h t- lin e  te s t.” In  a d d itio n , SSAP N o. 88 adds gu idance fo r the  
v a lu a tio n  o f inves tm en ts  in  fo re ign  insu rance  sub s id ia ries , co n tro lled  o r a ff ilia te d  (SCA) e n titie s  and 
th e  v a lu a tio n  o f h o ld in g  com panies. I f  adopted, com panies m ay need to  change th e  v a lu a tio n  basis o f 
th e ir  inves tm en ts  in  SCA e n titie s . S ubs id ia ries  m ay need to  receive an  u n q u a lifie d  a u d it o p in ion  fo r 
th e ir  e q u ity  to  be considered an  a d m itte d  asset. Readers shou ld  be a le r t to  any f in a l p ronouncem ent.
# In  M a rch  2004, the  E IT F  ra tifie d  E IT F  Issue No. 03-16, A ccounting  fo r  Investm ents in  L im ite d  
L ia b ility  Companies, w h ich  specifies cost o r eq u ity  m ethod accounting fo r noncon tro lling  investm ents. 
The E IT F  is  effective fo r a ll applicable LLC s fo r re p o rtin g  periods beg inn ing  a fte r June 15, 2004.
1 F o r m a rke ta b le  de b t and e q u ity  secu rities , In te rp re ta tio n  02-07 o f th e  E m e rg in g  A ccoun ting  
Issues W o rk in g  G roup, D e fin itio n  o f  “O ther Than  Tem porary Im p a irm e n ts ”, sta tes th a t c r ite r ia  is  
sub jective  in  n a tu re  and m anagem ent shou ld  consider va rio u s  fac to rs  th a t v a ry  fro m  case to  case. 
The use o f q u a n tita tiv e  th resho ld s  as th e  sole basis o f m e asu rin g  im p a irm e n t rem oves th e  a b ility  o f 
m anagem ent to  a p p ly  its  ju d g m e n t, a concept in h e re n t in  the  SAP im p a irm e n t m odel. The W o rk in g  
G roup w il l  also be e v a lu a tin g  E IT F  Issue No. 03-1, The M e an in g  o f  O ther-Than-Tem pora ry Im p a ir ­
m ent a n d  I ts  A p p lic a tio n  to C e rta in  Investm ents  in  th e  second h a lf  o f 2004. Readers shou ld  be a le r t to  
an y  new  developm ents.
In  M a rch  2004, th e  E IT F  ra tif ie d  E IT F  Issue No. 03-1, The M e an in g  o f  O ther-Than-Tem po­
ra ry  Im p a irm e n t a n d  Its  A p p lic a tio n  to C erta in  Investm ents. The gu idance applies to  inves tm en ts  
accounted fo r u n d e r th e  cost m ethod, inves tm en ts  c lass ified  as e ith e r ava ilab le -fo r-sa le  o r he ld -to - 
m a tu r ity  u n d e r FASB S ta te m en t No. 115, A cco u n tin g  fo r  C e rta in  Investm ents in  D ebt a n d  E q u ity  
Investm ents, and inves tm en ts  accounted fo r un d e r FASB S ta te m en t No. 124, A cco u n tin g  fo r  C erta in  
Investm ents H e ld  by N o t-fo r-P ro fit O rgan iza tions. A s ind ica ted  in  pa ra g ra p h  127 o f FASB S ta te m en t 
No. 115, insu rance  com panies are re q u ire d  to  re p o rt e q u ity  secu rities  a t fa ir  va lue  even i f  th e y  do no t 
m eet th e  scope c r ite r ia  in  pa ra g ra p h  3 o f FASB S ta te m en t N o. 115. There fore , th is  E IT F  app lies to  
e q u ity  secu rities  h e ld  by  insu rance  com panies. The re cogn itio n  and m easurem ent gu idance in  
pa ragraphs 6 -2 0  o f E IT F  Issue N o. 03-1 shou ld  be app lied  to  o th e r-th a n -te m p o ra ry  im p a irm e n t 
eva lu a tion s  in  re p o rtin g  periods b e g in n in g  a fte r Jun e  15, 2004. F o r inves tm en ts  accounted fo r un de r 
FASB S ta te m en t No. 115 and fo r in ves tm en ts  accounted fo r un d e r FASB S ta te m en t No. 124 th a t are 
w ith in  the  scope o f th is  Issue (re fe r to  p a rag raph  5(b)), th e  d isclosure re qu ire m en ts  in  p a rag raph  21 
o f th is  Issue are e ffective  fo r a n n u a l fin a n c ia l s ta tem en ts  fo r fis ca l years en d ing  a fte r D ecem ber 15, 
2003. F o r a ll o th e r inves tm en ts  w ith in  the  scope o f th is  Issue, th e  d isclosure  re qu ire m en ts  in  
p a rag raph  21 are e ffective  fo r a n n u a l fin a n c ia l s ta tem en ts  fo r fisca l years end ing  a fte r Jun e  15, 2004. 
The d isclosure  re q u ire m e n ts  fo r  cost m ethod in ves tm en ts  in  p a rag raph  22 are e ffective  fo r  a n nua l 
fin a n c ia l s ta tem en ts  fo r fisca l years en d ing  a fte r Jun e  15, 2004. C om para tive  in fo rm a tio n  fo r periods 
p r io r  to  in it ia l a p p lica tio n  is  n o t re qu ire d .
†FASB S ta te m en t No. 132 (rev ised 2003) m ay have a d d itio n a l d isclosure effects on s ta tu to ry  
accounting  in  th e  fu tu re . Readers shou ld  be a le r t to  any developm ents.
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Exhib it 1-1
Evaluation of the A ppropriateness of Inform ative  
Disclosures in Insurance Enterprises' F inancial 
Statem ents Prepared on a  Statutory B a sis1,2
Q uestion. Insurance enterprises issue fin a n c ia l sta tem ents prepared in  
accordance w ith  accounting practices prescribed o r p e rm itted  by insurance 
regu la tors (a “ s ta tu to ry  basis” ) in  a dd ition  to, or instead of, fin a n c ia l statem ents 
prepared in  accordance w ith  genera lly  accepted accounting p rinc ip les (GAAP). 
E ffective  Ja nu ary  1 , 2001, m ost states are expected to  adopt a com prehensively 
updated A c c o u n tin g  P ra c tic e s  a n d  P ro c e d u re s  M a n u a l,  as revised by the  N a­
tio n a l Association o f Insurance Com m issioners’ (N A IC ’s) C od ifica tion  project. 
The updated A c c o u n tin g  P ra c tic e s  a n d  P ro c e d u re s  M a n u a l,  a long w ith  any 
subsequent revisions, is re fe rred  to as the  revised M anua l. The revised M anua l 
conta ins extensive disclosure requirem ents. As a resu lt, a fte r a sta te  adopts 
the  revised M anua l, its  s ta tu to ry  basis o f accounting w ill  include in fo rm a tive  
disclosures appropria te  fo r th a t basis o f accounting. The N A IC  A n nu a l S tate­
m en t In s truc tio ns  prescribe the  fin a n c ia l statem ents to  be included in  the 
annua l a ud ited  fin a n c ia l report. Some states m ay not adopt the  revised M anua l 
or m ay adopt i t  w ith  s ig n ifica n t departures. H ow  should aud ito rs  evaluate 
w he ther in fo rm a tive  disclosures in  fin a n c ia l sta tem ents prepared on a s ta tu ­
to ry  basis are appropriate?3
In te rp re ta tio n . F inanc ia l sta tem ents prepared on a s ta tu to ry  basis are 
fin a n c ia l sta tem ents prepared on a comprehensive basis o f accounting o ther 
th a n  GAAP according to  SAS No. 623, S p e c ia l R e p o rts  paragraph .04. SAS No. 
623, paragraph  .09 states th a t “W hen rep o rting  on fin an c ia l sta tem ents p re ­
pared on a comprehensive basis o f accounting o ther th an  genera lly  accepted 
accounting p rinc ip les, the  a u d ito r should consider w he ther the  fin a n c ia l sta te ­
m ents (in c lu d in g  the accom panying notes) inc lude  a ll in fo rm a tive  disclosures 
th a t are appropria te  fo r the  basis o f accounting used. The a u d ito r should app ly 
essen tia lly  the  same c rite r ia  to fin a n c ia l statem ents prepared on an o ther 
comprehensive basis o f accounting as those applied to  fin a n c ia l statem ents 
prepared in  con fo rm ity  w ith  genera lly  accepted accounting p rinc ip les. There­
fore, the  a u d ito r’s op in ion  should be based on h is o r he r jud gm e n t regard ing  
w he ther the  fin a n c ia l statem ents, in c lu d in g  the  re la ted  notes, are in fo rm a tive  
o f m atte rs  th a t m ay a ffect th e ir  use, understand ing , and in te rp re ta tio n  as 
discussed in  SAS No. 411, T h e  M e a n in g  o f  Present F a ir ly  in  C on fo rm ity  W ith  
G enera lly Accepted Accounting  P rinc ip les, paragraph .04.
SAS No. 623, paragraph .02 states th a t genera lly  accepted a u d itin g  standards 
app ly w hen an a u d ito r conducts an a u d it o f and reports  on fin a n c ia l statem ents 
prepared on an o ther comprehensive basis o f accounting. Thus, in  accordance 
w ith  the  th ird  s tandard  o f reporting , “ in fo rm a tive  disclosures in  the  fin an c ia l 
sta tem ents are to  be regarded as reasonably adequate unless o therw ise stated 
in  the rep o rt.”
1 Reprinted from Special Reports: Auditing Interpretations of SAS No. 623 (AICPA, P rofessional 
S ta n d a rd s , vol. 1, AU sec. 9623).
2 This Exhibit reflects the amendments to AICPA Auditing Interpretation No. 12 of SAS No. 62 
as made by SOP 01-5, A m endm ents to Specific  A IC P A  Pronouncem ents fo r  Changes R ela ted  to the 
N A IC  C o d ifica tion .
3 It is possible for one of three different situations to occur: The state adopted the revised 
Manual without significant departures, adopted the revised Manual with significant departures, or 
has not yet adopted the revised Manual.
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Question. W hat types o f item s o r m atte rs  should aud ito rs consider in  
eva lua ting  w he ther in fo rm a tive  disclosures are reasonably adequate?
In te rp re ta tio n . SAS No. 623, paragraphs .09 and .10 ind icates th a t 
fin an c ia l statem ents prepared on a comprehensive basis o f accounting o ther 
th a n  GAAP should include a ll in fo rm a tive  disclosures th a t are appropria te  fo r 
the  basis o f accounting used. T h a t includes a sum m ary o f s ign ifican t accounting 
policies th a t discusses the  basis o f p resen ta tion  and describes how th a t basis 
d iffe rs  from  GAAP. SAS No. 623, paragraph  .10 also states th a t w hen “ the 
fin a n c ia l sta tem ents [prepared on an o ther comprehensive basis o f accounting] 
conta in  item s th a t are the  same as, or s im ila r to, those in  fin a n c ia l sta tem ents 
prepared in  con fo rm ity  w ith  genera lly  accepted accounting princ ip les, s im ila r 
in fo rm a tive  disclosures are app ropria te .”
Question. H ow  does the  a u d ito r evaluate w he ther “ s im ila r in fo rm a tive  
disclosures” are appropria te  fo r—
a . Item s and transactions th a t are accounted fo r essen tia lly  the same 
o r in  a s im ila r m anner under a s ta tu to ry  basis as under GAAP?
b. Item s and transactions th a t are accounted fo r d iffe re n tly  under a 
s ta tu to ry  basis th a n  under GAAP?
c. Item s and transactions th a t are accounted fo r d iffe re n tly  under 
requ irem ents o f the  state o f dom icile  th a n  under the  revised M anual?
In te rp re ta tio n . Disclosures in  s ta tu to ry  basis fin a n c ia l sta tem ents fo r 
item s and transactions th a t are accounted fo r essen tia lly  the same or in  a 
s im ila r m anner under the  s ta tu to ry  basis as under GAAP should be the same 
as, o r s im ila r to, the disclosures requ ired  by GAAP unless the revised M anua l 
specifica lly  states the N A IC  C od ifica tion  rejected the GAAP disclosures. D is ­
closures should also include those requ ired  by the revised M anua l.
D isclosures in  s ta tu to ry  basis fin an c ia l statem ents fo r item s or transactions 
th a t are accounted fo r d iffe re n tly  under the s ta tu to ry  basis th a n  under GAAP, 
b u t in  accordance w ith  the revised M anua l, should be the  disclosures requ ired  
by the  revised M anua l.
I f  the  accounting requ ired  by the state o f dom icile  fo r an item  or transaction  
d iffe rs  from  the accounting set fo rth  in  the revised M anua l fo r th a t item  or 
transaction , b u t i t  is in  accordance w ith  GAAP or superseded GAAP, the 
disclosures in  s ta tu to ry  basis fin an c ia l sta tem ents fo r th a t ite m  or transaction  
should be the  applicable GAAP disclosures fo r the GAAP o r superseded GAAP. 
I f  the  accounting requ ired  by the  sta te  o f dom icile  fo r an ite m  or transac tion  
d iffe rs  from  the  accounting set fo rth  in  the revised M anua l, GAAP or super­
seded GAAP, su ffic ien t re levan t disclosures should be made.
W hen eva lua ting  the adequacy o f disclosures, the a u d ito r should also consider 
disclosures re la ted  to  m a tte rs  th a t are no t specifica lly  id e n tifie d  on the  face o f 
the fin a n c ia l statem ents, such as (a) re la ted  p a rty  transactions, (6) res tric tion s  
on assets and owners’ equ ity , (c) subsequent events, and (d )  unce rta in ties . 
O the r m atte rs  should be disclosed i f  such disclosures are necessary to  keep the  
fin a n c ia l sta tem ents from  being m isleading.
Question. There m ay also be instances in  w h ich  sta te  requ irem ents have 
no t been revised to  re flec t a new GAAP disclosure requ irem ent. W ha t are the 
disclosure requ irem ents in  those situations?
In te rp re ta tio n . U n t il sta te  requ irem ents are determ ined, the  s ta tu to ry  
basis fin a n c ia l s ta tem ents  shou ld  inc lu de  d isclosures re q u ire d  by new  GAAP
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ing , pending acceptance o r re jection  fo r inc lus ion  in  the revised M anua l.
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The E m erg ing  A ccoun ting  Issues W o rk in g  G roup has issued In te rp re ta tio n  04-1, A p p lic a b ility  
o f  N ew  G A A P  D isclosures P r io r  to N A IC  C ons idera tion  w h ich  sta tes th a t re p o rtin g  e n titie s  need no t 
ap p ly  G A A P  d isclosures n o t y e t accepted o r re jected  by  the  N A IC . The issue w il l  need to  be resolved 
w ith  A u d itin g  In te rp re ta tio n  No. 12, E v a lu a tio n  o f the A ppropria teness o f In fo rm a tiv e  D isclosures in  
Insu rance  E n te rp rises  as P repared on a S ta tu to ry  B asis  (A IC P A , Professiona l S ta n d a rd s , vo l. 1, A U  
sec. 9623.60—81) o f SAS No. 62 (S pecia l R eports ), as am ended by  A IC P A  SOP 01-5, A m endm ents to 
Specific  A IC P A  Pronouncem ents fo r  Changes R ela ted  to the N A IC  C od ifica tion . D ue to  c o n flic tin g  
gu idance, accoun ting  firm s  fo llo w in g  pro fess iona l standards m ay s t i l l  re q u ire  a d d itio n a l disclosures 
fo r new  G A A P  pronouncem ents th a t have n o t ye t been addressed b y  th e  N A IC , w h ich  is  be ing  
discussed by th e  N A IC /A IC P A  W o rk in g  G roup.
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Chapter 2 
A udit Considerations
Scope of the Audit Engagement*
2.01 F or each a u d it engagement, the  a u d ito r and the p rope rty  and l ia b il­
i ty  insurance company should estab lish  a clear unders tand ing  o f the  scope o f 
the  a u d it services to  be perform ed and the  a u d ito r’s responsib ilities; the  
a u d ito r m ay fin d  i t  usefu l to  ob ta in  th is  unders tand ing  in  w ritin g . The natu re , 
tim in g , and exten t o f a u d it procedures to  be perform ed and the k in d  o f reports  
to  be issued are based on the  scope o f the  a u d it services requ ired  by the  
p rope rty  and lia b il ity  insurance company. S ta tem ent o f A u d itin g  S tandards 
(SAS) No. 83, E s ta b lis h in g  a n  U n d e rs ta n d in g  W ith  th e  C lie n t  (A IC P A , P ro fe s ­
s io n a l S ta n d a rd s , vol. 1, A U  sec. 310), provides guidance about auditors estab­
lish ing  an understanding w ith  the c lien t regarding services to be performed.
2.02 In  de fin ing  the  scope o f a u d it services, the  a u d ito r should consider 
m atte rs  re la tin g  to specific rep o rting  respons ib ilities  o f the engagement. These 
m atte rs  include the  fo llow ing :
a. The legal s truc tu re  or o rgan iza tion  o f the insurance company and the 
num ber and k in d  o f en titie s  th a t requ ire  separate reports  on SAP or 
GAAP fin a n c ia l statem ents (or both), or th a t requ ire  consolidated 
statem ents
b. R egula tory rep o rting  and f il in g  requ irem ents fo r local, state, and 
federa l regu la to ry  au th o ritie s
c. R eporting  requ irem ents— o f a fo re ign  p a ren t o r subsid ia ries— such 
as those fo r w h ich  guidance is provided in  SAS No. 51, R e p o r tin g  on  
F in a n c ia l S ta te m e n ts  P re p a re d  f o r  Use in  O th e r C o u n tr ie s  (A IC PA , 
P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 534), fo r the  a u d ito r p ractic ­
in g  in  the U n ite d  States, who is engaged to  rep o rt on the  fin an c ia l 
sta tem ents o f a U.S. e n tity  th a t have been prepared in  con fo rm ity  
w ith  accounting p rinc ip les th a t are genera lly  accepted in  another 
coun try  fo r use outside the  U n ite d  States
Prelim inary Audit† Considerations 
O v e ra ll R isk  Factors
2.03 A n  in it ia l step in  any a u d it is to ob ta in  know ledge o f the  e n tity ’s 
business and the  in d u s try  in  w h ich  i t  operates. C hapter 1 discusses the  na tu re  *†
* A  m em ber pe rfo rm ing  an a tte s t engagem ent m u s t be independent p u rsu a n t to  R ule 101 o f the  
A IC P A  Code o f Professional Conduct. O th e r applicable independence ru les/regu la tions m ay also app ly  to  
m em bers and accountants w h ile  pe rfo rm ing  a tte s t engagements (e.g., SEC, PCAOB, GAO, state 
licensing  boards, etc.) See the  “Preface” o f th is  Guide fo r a d d itiona l in fo rm a tio n  on new  ru les and 
regu la tions.
A d d itio n a lly , see C h a p te r 4, “The Loss R eserv ing  and C la im s C ycle,”  section “A u d itin g  Loss 
R eserves”  fo r  new  N A IC  2004 m a n a g e m e n t/a u d ito r/a c tu a ria l co o rd in a tio n  re q u ire m e n ts  and 
p o te n tia l scope expansion in  th e  area o f a c tu a ria l da ta  in te g rity .
† In  M a rc h  2004, th e  P C A O B  issued a proposed a u d itin g  s ta n d a rd  e n tit le d  C on fo rm ing  
A m endm en ts  to  P C A O B  In te r im  S ta n d a rd s  R e su ltin g  F ro m  the A d o p tio n  o f  P C A O B  A u d it in g  
S ta n d a rd  No. 2 , A n  A u d it o f In te rn a l C o n tro l O ver F in a n c ia l R e po rting  P erfo rm ed in  C on ju nction  
W ith  an A u d it o f F in a n c ia l S ta tem ents. The proposed s tan da rd  w o u ld  am end and supersede ce rta in  
sections o f th e  P C AO B in te r im  standards. R egiste red p u b lic  accoun ting  firm s  m u s t com ply w ith  th e
(continued)
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o f the  p rope rty  and lia b il ity  insurance business and m any characteristics o f 
operations in  the  in d u s try . The B ib liog raphy a t the  end o f th is  guide provides 
sources fo r add itio na l in fo rm a tion  on the  in d u s try . In  p la nn ing  an a ud it, the  
a u d ito r should be aware o f the  various economic, fin an c ia l, and organ iza tiona l 
conditions th a t create business risks  faced by companies in  the in d u s try . SAS 
No. 47, A u d it  R is k  a n d  M a te r ia l i ty  in  C o n d u c tin g  a n  A u d it  (A IC PA , P ro fe s ­
s io n a l S ta n d a rd s , vol. 1, A U  sec. 312), as amended, provides guidance on the  
a u d ito r’s consideration o f the r is k  th a t the  fin a n c ia l sta tem ents are m a te ria lly  
m issta ted  by e rro r or fraud . SAS No. 99, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l 
S ta te m e n t A u d i t  (A IC PA , P ro fe s s io n a l S ta n d a rd s , vol. 1, A U  sec. 316), provides 
specific guidance to aud ito rs  in  fu lf i ll in g  th e ir  resp on s ib ility  to  p lan  and 
perfo rm  the a u d it to ob ta in  reasonable assurance about w he ther the fin an c ia l 
statem ents are free o f m a te ria l m issta tem ent caused by fraud . SAS No. 54, 
I l le g a l A c ts  by C lie n ts  (A IC P A , P ro fe s s io n a l S ta n d a rd s , vol. 1, A U  sec. 317), 
prescribes the  na tu re  and exten t o f the  consideration an a u d ito r should give to 
the  p oss ib ility  o f ille g a l acts by a c lien t in  an a u d it o f fin a n c ia l s tatem ents. Th is 
know ledge helps the  a u d ito r judge the  a u d it risks  th a t m ay be invo lved  in  the  
engagement. A lthough  conditions w ill va ry  from  company to  company, the 
independent a u d ito r m ay consider the conditions discussed in  the  A u d it R isk 
A le rt, In s u ra n c e  In d u s t r y  D e v e lo p m e n ts , fo r the cu rre n t year.
2.04 The p ro fita b ility  o f an insurance company on a s ta tu to ry  basis is 
genera lly  gauged by combined ra tio (s) and its  opera ting  ra tio . The s ta tu to ry - 
basis combined ra tio  is the  sum o f its  loss ra tio  (to ta l incu rred  losses and loss 
ad justm ent expenses expressed as a percent o f earned prem ium s), its  expense 
ra tio  (to ta l u n d e rw ritin g  expenses incu rred  to w ritte n  prem ium s), and its  
d iv idend  ra tio  (po licyho lder d iv idends expressed as a percent o f earned p re m i­
ums). The GAAP combined ra tio  is the same as above except th a t the expense 
ra tio  component d ivides to ta l u n d e rw ritin g  expenses incu rred  by earned, 
ra th e r th a n  by w ritte n , prem ium s. The opera ting  ra tio  is the  combined ra tio  
less the ra tio  o f investm en t income, to  (d iv ided  by) earned prem ium s.
2.05 The a u d ito r shou ld  consider u s ing  th e  com bined and o pe ra tin g  
ra tio s—both  fo r the  in d u s try  and fo r th e  insu rance  com pany whose fin a n c ia l 
sta tem ents are being aud ited— in  e va lua ting  the a u d it r is k  a t the fin an c ia l 
sta tem ent level. F or exam ple, these ra tios  m ay provide in fo rm a tio n  about the 
company’s p ro fita b ility  re la tive  to  the  in d u s try  and about the  economic condi­
tions p reva len t in  the in d u s try  as a whole.
N A IC  In su ran ce  R eg u la to ry  Inform ation System
2.06 M any insurance law s and regu la tions address insurance companies’ 
fin a n c ia l solvency, and insurance departm ents consequently m on ito r reports, 
opera ting  procedures, investm en t practices, and o ther a c tiv itie s  o f insurance 
companies. One o f the  m a in  purposes o f the  m on ito ring  system is to  detect, a t 
an e a rly  stage, companies th a t are inso lven t or m ay become inso lvent.
2.07 To assist state insurance departm ents in  m on ito ring  the fin an c ia l 
cond ition  o f p rope rty  and lia b il ity  insurance companies, the N A IC  Insurance 
R egula tory In fo rm a tio n  System (IR IS ) was developed by a com m ittee o f state 
insurance departm ent regula tors. I t  is in tended to  assist state insurance 
departm ents in  id e n tify in g  insurance companies re q u ir in g  close su rve illance .
(footnote continued)
s tandards  o f th e  P C AO B in  connection w ith  th e  p re p a ra tio n  o r issuance o f a ny a u d it re p o rt on th e  
fin a n c ia l s ta te m e n ts  o f an  issuer. R eg is te red  p u b lic  a cco u n tin g  firm s  a u d itin g  th e  fin a n c ia l 
s ta tem en ts  o f issuers shou ld  keep a le r t to  any f in a l s ta n d a rd  issued by  th e  PCAO B and  f in a l SEC 
ap p rova l o f th a t s tan da rd . See th e  “P reface” section o f th is  G uide fo r m ore in fo rm a tio n .
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The system  is  based on tw e lve  tests fo r p rope rty  and lia b il ity  insurance 
companies. The tests are based on studies o f fin a n c ia lly  troub led  companies 
compared to  fin a n c ia lly  sound companies. U sua l ranges have been established 
under each o f the  tests fo r a prope rty  and lia b il ity  company, b u t the  ranges m ay 
be adjusted to  re flec t changing economic conditions. The resu lts  o f the  tests o f 
a ll companies are compared, and those companies w ith  th ree  o r m ore resu lts  
outside o f the  usual range are given a p r io r ity  c lass ifica tion  in d ica tin g  th a t a 
close rev iew  o f the  company should be undertaken. In  add ition , a reg u la to ry  
team  a nn ua lly  review s the  resu lts  and recommends reg u la to ry  a tte n tio n  i f  
needed. One or more resu lts  outside the  usua l range do n o t necessarily ind ica te  
th a t a company is in  unstable  fin a n c ia l condition, b u t the company m ay need 
to  exp la in  the  circum stances causing the  unusua l resu lts . A n n u a lly , the N A IC  
publishes a bookle t e n title d  N A IC  F in a n c ia l S o lve n cy  T o o ls — In s u ra n c e  R e g u ­
la to r y  In fo r m a t io n  S ys te m  ( IR IS ) ,  w h ich  expla ins the  IR IS  ra tios  in  de ta il. 
(Each o f the  in d iv id u a l ra tios  and the acceptable resu lts  is b r ie fly  described in  
A ppendix E .) IR IS  tes t resu lts  m ay be usefu l in  a na ly tica l procedures per­
form ed in  the  p la nn ing  stage o f an aud it.
2.08 The N A IC  has also established risk-based cap ita l standards fo r the  
p rope rty  and lia b il ity  insurance in d u s try . R isk-based cap ita l provides m in i­
m um  means o f se tting  the  cap ita l standards fo r insurance companies to 
support th e ir  overa ll business operations in  lig h t o f th e ir  size and r is k  p ro file . 
A  company’s risk-based cap ita l is  ca lcu lated by app ly ing  factors to  various 
asset, p rem ium , and reserve item s, where the facto r is  h ighe r fo r those item s 
w ith  g rea te r u nd e rly in g  r is k  and low er fo r less r is k y  item s. R isk-based cap ita l 
standards w ill  be used by regu la tors to  set in  m otion  appropria te  regu la to ry  
actions re la tin g  to  insu re rs  w h ich  show signs o f w eak or d e te rio ra ting  condi­
tions. They also provide an add itio na l standard  fo r m in im u m  surp lus, below 
w h ich  companies w ou ld  be placed in  conservatorship.
N A IC  P rofitab ility  Reports
2.09 The annua l s ta tem ent and supplem ental exh ib its  are the  sources o f 
data  fo r the  N A IC  P ro fita b ility  Reports. The O ve ra ll P ro fita b ility  Report 
develops s ix ra tes o f re tu rn : tw o  on sales (earned prem ium ), tw o on ne t w orth , 
and tw o  on assets. The O vera ll P ro fita b ility  R eport by Com pany was developed 
by the N A IC  in  1971. The s ta ted  purpose o f the  re p o rt is  to  e s tab lish  u n ifo rm  
standards fo r m easuring  the  p ro fita b ility  o f p ro p e rty -lia b ility  insurance com­
panies ( in d iv id u a lly  and fo r companies co llective ly) on a basis th a t w ill fa c ili­
ta te  comparisons w ith  o the r businesses and indus tries . C e rta in  assum ptions 
are made, and the  data  reported  in  insu re rs ’ annua l sta tem ents are adjusted 
by fo rm u las adopted by the N A IC  to  estim ate a “going-concern” basis. A n n u ­
a lly , the  N A IC  publishes a bookle t e n title d  U s in g  th e  N A IC  P r o f i t a b i l i t y  
R e s u lts . T h is  bookle t expla ins in  d e ta il the  ra te -o f-re tu rn  ca lcu la tions fo r the  
O vera ll P ro fita b ility  R eport by company. In  a dd itio n  to  the  N A IC , several 
states have developed th e ir  own systems o f e a rly -w arn in g  tests.
2.10 O the r in d u s try  sources usefu l in  the p re lim in a ry  assessment o f a u d it 
risks  inc lude  annua l and q u a rte rly  sta tem ents file d  w ith  reg u la to ry  a u th o ri­
ties, regu la to ry  exam ina tion  reports, IR S exam ina tion  reports, and com m uni­
cations w ith  regu la to ry  au tho rities .
Specific A u d it R isk  Factors
2.11 Experience has dem onstrated th a t a u d it r is k  m ay be g reate r in  
ce rta in  opera ting  areas th a n  in  others. S ig n ifica n t transac tion  cycles o f p rop­
e rty  and lia b il ity  insurance companies include the  p re m iu m  cycle, th e  c la im s
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cycle, the  re insurance cycle, and the  investm en t cycle. R isk factors specific to 
these cycles, as w e ll as o ther a u d it r is k  factors, are described in  Append ix A  to 
th is  guide. A lth ou g h  the  sum m ary o f the r is k  p o te n tia l in  these opera ting  areas 
is no t a ll-in c lus ive , the  sum m ary does present m a jo r areas o f recommended 
concentra tion  in  d e te rm in ing  the na tu re  and exten t o f a u d it procedures de­
scribed in  o ther chapters o f th is  guide. The a ud ito r’s p re lim in a ry  conclusions 
regard ing  the degree o f a u d it r is k  m ay be m od ified  by the resu lts  o f a u d it w ork  
perform ed. The procedures described th ro ug h ou t th is  guide fo r each m ajor 
opera ting  cycle focus on the  preceding overa ll risks  as w e ll as on o the r k inds  o f 
a u d it risks , and the a u d ito r should re fe r to  those chapters fo r add itio na l 
guidance.
In ternal C ontro l‡
2.12 SAS No. 55, C o n s id e ra tio n  o f  In te r n a l C o n tro l in  a  F in a n c ia l S ta te ­
m e n t A u d it ,  as amended by SAS No. 78, C o n s id e ra tio n  o f  In te r n a l C o n tro l in  a  
F in a n c ia l S ta te m e n t A u d i t :  A n  A m e n d m e n t to  S A S  N o . 5 5 , and SAS No. 94, T he  
E ffe c t  o f  In fo r m a t io n  T e ch n o lo g y  o n  th e  A u d i t o r ’s C o n s id e ra tio n  o f  In te r n a l  
C o n tro l in  a  F in a n c ia l S ta te m e n t A u d i t  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 
1, A U  sec. 319), describes the  objectives and components o f in te rn a l contro l and 
explains how an independent a u d ito r should consider in te rn a l contro l in  
p la nn ing  and perfo rm ing  an aud it. In  a ll aud its , the  a u d ito r should ob ta in  an 
unders tand ing  o f in te rn a l contro l su ffic ien t to p lan  the  a u d it by perfo rm ing  
procedures to  understand  the  design o f controls re leva n t to  an a u d it o f fin a n ­
c ia l sta tem ents and d e te rm in ing  w he ther they have been placed in  operation. 
In  ob ta in ing  th is  understand ing , the a u d ito r considers how  an e n tity ’s use o f 
in fo rm a tio n  technology (IT ) and m anua l procedures m ay affect controls re le ­
va n t to the aud it. IT  encompasses autom ated means o f o rig in a tin g , processing, 
sto ring , and com m unicating  in fo rm a tion , and includes record ing  devices, com­
m un ica tion  systems, com puter systems, and o the r e lectron ic devices. The 
a ud ito r then  assesses control r is k  fo r the assertions embodied in  the account 
balance, transaction class, and disclosure components o f the financia l statements. 
The A IC P A  A u d it Guide C o n s id e ra tio n  o f  In te rn a l C o n tro l in  a  F in a n c ia l S ta te ­
m e n t A u d it  provides fu rth e r guidance on the application o f SAS No. 55 in  audits 
o f financia l statements perform ed in  accordance w ith  generally accepted aud iting  
standards.
2.13 In te rn a l contro l is a process— effected by an e n tity ’s board o f d irec­
to rs , m anagem ent, and o th e r personne l— designed to  p rov ide  reasonable 
assurance regard ing  the achievem ent o f objectives in  the  fo llow ing  categories: ‡
‡  On June 17, 2004, the SEC approved PCAOB Auditing Standard No. 2, A n  A u d it  o f  In te rn a l 
C on tro l O ver F in a n c ia l R ep o rtin g  P erfo rm ed in  C on junction  W ith  an  A u d it  o f  F in a n c ia l S tatem ents. 
This standard applies to audits of the financial statements of issuers, as defined by the Sarbanes- 
Oxley Act, and other entities when prescribed by the rules of the SEC (collectively referred to as 
“issuers”). PCAOB Auditing Standard No. 2 establishes requirements that apply when an auditor is 
engaged to audit both an issuer’s financial statements and management’s assessment of the 
effectiveness of internal control over financial reporting. The PCAOB has published staff guidance, 
issued in tandem with SEC guidance for issuers, on audits of internal control and can be found at 
www.pcaobus.org/QA_Staff_Internal_Control.pdf. The guidance consists of questions and answers 
dealing with such issues as independence, scope and extent of testing, evaluating deficiencies, 
multi-location issues, using the work of others, and service organizations. Due to the issuance of 
PCAOB Auditing Standard No. 2, a related proposed standard (PCAOB Release No. 2004-002) would 
amend and supersede certain sections of the PCAOB interim standards. See the “Preface” section of 
this Guide for more detailed information. Registered public accounting firms must comply with the 
standards of the PCAOB in connection with the preparation or issuance of any audit report on the 
financial statements of an issuer. The NAIC is currently evaluating potential changes to its 
requirements for all insurance companies, due to the passage of the Sarbanes-Oxley Act and related 
rules and regulations. Readers should be alert for any final pronouncements.
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(a) re lia b ility  o f fin a n c ia l reporting , (b ) effectiveness and effic iency o f opera­
tions, and (c) compliance w ith  applicable laws and regu la tions. In te rn a l contro l 
consists o f the  fo llow ing  five  in te rre la te d  components:1
a . C ontro l environm ent
b. R isk assessment
c. C ontro l a c tiv itie s
d . In fo rm a tio n  and com m unication
e. M o n ito rin g
2.14 The a ud ito r should obta in  an understand ing  o f each o f the five
components o f in te rn a l contro l su ffic ien t to  p lan  the a u d it by perfo rm ing  proce­
dures to  understand the  design o f controls re levan t to  an a u d it o f fin an c ia l 
statements and determ ining w hether the controls have been placed in  operation.
2.15 A fte r ob ta in ing  an understand ing  o f the  components o f in te rn a l 
contro l, the  independent a u d ito r assesses contro l r is k  fo r the assertions embod­
ied in  the  account balance, transaction  class, and disclosure components o f the  
fin a n c ia l statem ents. The a u d ito r m ay assess contro l r is k  a t a m axim um  level 
(the greatest p ro b a b ility  th a t a m a te ria l m issta tem ent th a t could occur in  an 
assertion w ill  no t be prevented or detected on a tim e ly  basis by the e n tity ’s 
in te rn a l contro l) i f  the a u d ito r believes controls are u n lik e ly  to  p e rta in  to  an 
assertion o r are u n lik e ly  to  be e ffective, or because eva lua ting  the effectiveness 
o f controls w ou ld  be ine ffic ien t. However, the  a u d ito r needs to  be sa tisfied  th a t 
pe rfo rm ing  on ly substantive  tests w ou ld  be effective in  re s tr ic tin g  detection 
r is k  to  an acceptable level. For exam ple, the  a u d ito r m ay determ ine th a t 
pe rfo rm ing  on ly substantive  tests w ou ld  be effective and more e ffic ien t th an  
perfo rm ing  tests o f controls fo r assertions re la ted  to fixed  assets and to 
long-te rm  debt in  an e n tity  where a lim ite d  num ber o f transactions are re la ted  
to  those fin a n c ia l sta tem ent components, and w hen the a u d ito r can rea d ily  
obta in  co rrobora ting  evidence in  the fo rm  o f documents and confirm ations. In  
circum stances where the  a u d ito r is  perfo rm ing  on ly substantive  tests in  re ­
s tr ic tin g  detection r is k  to an acceptable leve l and where the  in fo rm a tion  used 
by the  a u d ito r to  perfo rm  such substantive  tests is produced by the  e n tity ’s 
in fo rm a tio n  system, the  a u d ito r should o b ta in  evidence about the  accuracy and 
completeness o f the  in fo rm a tion .
2.16 In  o ther circum stances, the a u d ito r m ay determ ine th a t assessing 
contro l r is k  below the  m axim um  leve l fo r ce rta in  assertions w ou ld  be effective 
and m ore e ffic ien t th a n  perfo rm ing  on ly  substantive  tests. In  add ition , the 
a u d ito r m ay determ ine th a t i t  is  no t p rac tica l o r possible to re s tr ic t detection 
r is k  to  an acceptable leve l by p erfo rm ing  on ly substantive  tests fo r one or m ore 
fin a n c ia l sta tem ent assertions. In  such circum stances, the  a u d ito r should 
ob ta in  e v iden tia l m a tte r about the  effectiveness o f bo th  the design and opera­
tio n  o f controls to support the  assessed leve l o f contro l r is k .2
2.17 In  d e te rm in in g  w he ther assessing contro l r is k  a t the m axim um  leve l 
o r a t a low er leve l w ou ld  be an effective approach fo r specific assertions, the 
a u d ito r should consider—
1 Paragraph 9 of SAS 55, as amended (AICPA, Professiona l S ta n d ard s , vol. 1, AU sec. 319.09), 
provides that “although an entity’s internal control addresses objectives in each of the categories 
referred to in paragraph 6, not all of these and related controls are relevant to an audit of the entity’s 
financial statements.”
2 I f  the auditor is unable to obtain such evidential matter, he or she should consider the 
guidance in SAS No. 31, E v id e n tia l M a tte r (AICPA, Professiona l S ta n d a rd s , vol. 1, AU sec. 326.14 
and .25), as amended by SAS No. 80, A m endm en t to S ta tem ent on A u d it in g  S ta n d a rd s  No. 31, 
Evidential Matter.
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•  The n a tu re  o f the  assertion.
•  The volum e o f transactions or data  re la ted  to the assertion.
•  The na tu re  and com plexity o f the  systems, inc lu d ing  the  use o f IT , by 
w h ich  the  e n tity  processes and controls in fo rm a tio n  supporting  the 
assertion.
•  The n a tu re  o f the  ava ilab le  e v id en tia l m a tte r, in c lu d in g  a u d it evidence 
th a t is ava ilab le  on ly in  e lectronic form .
2.18 In  circum stances where a s ig n ifica n t am ount o f in fo rm a tio n  support­
in g  one or m ore fin a n c ia l sta tem ent assertions is e lectron ica lly  in itia te d , 
recorded, processed, or reported, the a u d ito r m ay determ ine th a t i t  is not 
possible to  design effective substantive  tests th a t by them selves w ou ld  provide 
su ffic ien t evidence th a t the assertions are no t m a te ria lly  m isstated. F or such 
assertions, s ig n ifica n t a u d it evidence m ay be ava ilab le  on ly  in  e lectronic form . 
In  such cases, its  competence and su ffic iency as ev id en tia l m a tte r u sua lly  
depend on the effectiveness o f controls over its  accuracy and completeness. 
F urtherm ore , the p o te n tia l fo r im proper in it ia tio n  o r a lte ra tio n  o f in fo rm a tio n  
to  occur and not be detected m ay be g reate r i f  in fo rm a tion  is in itia te d , recorded, 
processed, or reported  on ly  in  e lectronic fo rm  and appropria te  controls are no t 
opera ting  e ffective ly. In  such circum stances, the  a u d ito r should perfo rm  tests 
o f controls to  ga ther e v iden tia l m a tte r to  use in  assessing contro l ris k .
2.19 A ppend ix A  o f the A u d it Guide C o n s id e ra tio n  o f  In te r n a l C o n tro l in  
a  F in a n c ia l S ta te m e n t A u d it ,  as amended, fu rth e r  describes the re la tio n sh ip  o f 
the  a u d ito r’s consideration o f in te rn a l contro l to  o the r a u d it judgm ents and 
procedures.
Inform ation Processing3
2.20 Because o f large volumes o f p rem ium  transactions and the need to 
m a in ta in  accoun tab ility  fo r in d iv id u a l policies, m ost p rope rty  and lia b il ity  
insurance companies use in fo rm a tio n  technology (IT ) systems to  m a in ta in  
s ta tis tica l and accounting records. T yp ica lly , po licy and agent m aster files  are 
m a in ta ined  on com puterized systems, and companies m ay use te lecom m unica­
tions, in c lu d in g  d irec t access ca pa b ility  by agents and insureds, in teg ra ted  
p rem ium  and claim s data  bases, and processing systems th a t lack tra d itio n a l 
a u d it tra ils . M any companies have made s ign ifican t investm ents in  com puter 
hardw are  and softw are and requ ire  large  sta ffs o f program m ers, systems 
analysts, and technic ians to  m a in ta in  day-to-day operations. Dependence on 
IT  systems and controls m ay affect control risk , pa rticu la rly  fo r la rger m u ltip le - 
lin e  insurance companies.
2.21 As sta ted in  SAS No. 55, as amended, an e n tity ’s use o f IT  m ay affect 
any o f the  five  components o f in te rn a l contro l re levan t to  the  achievem ent o f 
the  e n tity ’s fin a n c ia l repo rting , operations, o r compliance objectives, and its  
operating un its  or business functions. The use o f IT  also affects the fundam ental 
m anner in  w hich  transactions are in itia te d , recorded, processed, and reported. 
In  a m anua l system, an e n tity  uses m anua l procedures and records in  paper 
fo rm a t. C ontro ls in  such a system  also are m anua l and m ay include such 
procedures as approvals and reviews o f a c tiv itie s , and reconcilia tions and 
fo llow -up o f reconciling  item s. A lte rn a tive ly , an e n tity  m ay have in fo rm a tion  
systems th a t use autom ated procedures to  in itia te , record, process, and repo rt 
tran sa c tio n s , in  w h ich  case records in  e le c tron ic  fo rm a t rep lace such paper
3 SAS No. 80, A m endm en t to  S ta tem ent on A u d it in g  S ta n d a rd s  No. 31, Evidential Matter, 
provides guidance to auditors in auditing the financial statements of entities for which significant 
information is transmitted, processed, maintained, or accessed electronically. Additionally, see the 
“Preface” section of this Guide for information on new rules and regulations.
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documents as app lica tions, cla im s paym ent au thoriza tions, u n d e rw ritin g  re ­
views and approvals, and re la ted  accounting records. C ontro ls in  systems th a t 
use IT  consist o f a com bination o f autom ated controls and m anua l controls. 
F u rth e r, m anua l contro ls m ay be independent o f IT , m ay use in fo rm a tion  
produced by IT , o r m ay be lim ite d  to  m on ito ring  the  effective fu nc tio n in g  o f IT  
and o f autom ated controls, and to  h an d ling  exceptions. A n  e n tity ’s m ix  o f 
m anua l and autom ated controls varies w ith  the  na tu re  and com plexity o f the 
e n tity ’s use o f IT . Insurance companies have been lead ing  users o f advanced IT  
m ethods. Consequently, the  contro l issues invo lv in g  IT  have received consid­
erable a tte n tio n  w ith in  the in d u s try . The a u d ito r should consider perfo rm ing  
tests o f controls over the general IT  controls re levan t to  m a jo r classes o f 
transactions w ith in  those cycles. Such general controls m ay include—
•  O rg a n iz a t io n  a n d  o p e ra tio n s  c o n tro ls .
—  IT  departm ent and user departm ent functions should be segregated.
—  G uide lines fo r the general au th o riza tio n  o f executing transactions 
should be provided. F or example, the  IT  departm ent should be 
p ro h ib ited  from  in it ia t in g  or a u th o riz ing  transactions.
—  Functions w ith in  the  IT  departm ent should be segregated.
•  S ys te m s  d e v e lo p m e n t a n d  d o c u m e n ta t io n  c o n tro ls .
—  The procedures fo r system  design, in c lu d in g  the acqu is ition  o f 
software packages, should requ ire  active p a rtic ip a tio n  by repre ­
sentatives o f the users and, as appropria te , the accounting depart­
m ent and in te rn a l aud itors.
—  Each system  should have w ritte n  specifications th a t are reviewed 
and approved by an appropria te  leve l o f m anagem ent and a p p li­
cable user departm ents.
—  System te s ting  should be a jo in t e ffo rt o f users and IT  personnel 
and should include both  the  m anua l and com puterized phases o f 
the system.
—  F in a l approval should be obta ined p rio r to  p lac ing  a new system 
in to  operation.
—  A ll m aste r file  and transaction  file  conversion should be contro lled 
to  p reven t unauthorized  changes and to  provide accurate and 
complete resu lts.
—  A fte r a new system  has been placed in  operation, a ll p rogram  
changes should be approved before im p lem en ta tion  to  determ ine 
w he ther th ey  have been authorized, tested, and documented.
—  M anagem ent should requ ire  docum entation and estab lish  fo rm a l 
procedures to  define the system  a t appropria te  levels o f de ta il.
•  H a rd w a re  a n d  system s s o ftw a re  c o n tro ls .
—  The contro l features inh e re n t in  the  com puter hardw are , opera t­
ing  system, and o the r supporting  softw are should be used to  the  
m axim um  possible exten t to  provide contro l over operations and 
to  detect and rep o rt hardw are  m alfunctions.
—  Systems software should be subjected to the same control activities as 
those applied to ins ta lla tion  o f and changes to application programs.
•  A ccess c o n tro ls .
—  Access to  program  docum entation should be lim ite d  to those 
persons who requ ire  i t  in  the  perform ance o f th e ir  duties.
—  Access to data  files  and program s should be lim ite d  to  those 
in d iv id u a ls  authorized to  process or m a in ta in  p a rtic u la r systems.
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—  Access to com puter hardw are  should be lim ite d  to  authorized 
ind iv idua ls .
•  D a ta  a n d  p ro c e d u ra l c o n tro ls .
—  A  contro l func tion  should be responsible fo r rece iv ing  a ll data to 
be processed, fo r ensuring  th a t a ll data  are recorded, fo r fo llow ing  
up on e rrors detected d u rin g  processing to ensure th a t the tra n s ­
actions are corrected and resubm itted  by the  proper p a rty , and fo r 
v e rify in g  the p roper d is tr ib u tio n  o f ou tpu t.
—  A  w ritte n  m anua l o f systems and procedures should be prepared 
fo r a ll com puter operations and should p rovide fo r m anagem ent’s 
general or specific a u th o riza tio n  to process transactions.
—  In te rn a l aud ito rs  or some o ther independent group w ith in  an 
organ ization  should rev iew  and evaluate proposed systems a t 
c r it ic a l stages o f developm ent.
—  On a con tinu ing  basis, in te rn a l aud ito rs  or some o the r inde­
pendent group w ith in  an o rgan iza tion  should rev iew  and test 
com puter processing activ ities .
2.22 The soph istica tion  o f insurance IT  systems is often an elem ent o f 
com petition  regard ing  a company’s a b ility  to service accounts. The IT  opera­
tions are characterized by one o r several large in s ta lla tio n s , extensive use o f 
te lecom m unications equipm ent, in c lu d ing  some direct-access ca pa b ility  by 
independent agents and insureds, large p rem ium  and claim s data bases, some 
o f w h ich  are in teg ra ted , and opera ting  systems and app lica tions th a t lack 
v is ib le  a u d it tra ils .
2.23 Some sources o f GAAS IT  guidance include:
a. SAS No. 55, as amended by SAS No. 78 and SAS No. 94, T h e  E ffe c t  
o f  In fo r m a t io n  T e c h n o lo g y  on  th e  A u d i t o r ’s C o n s id e ra tio n  o f  In te r n a l  
C o n tro l in  a  F in a n c ia l S ta te m e n t A u d i t  (A IC PA , P ro fe s s io n a l S ta n d ­
a rd s , vol. 1, A U  sec. 319)
b. SAS No. 70,4 as amended by SAS No. 78, SAS No. 88, S e rv ice  
O rg a n iz a tio n s  a n d  R e p o r t in g  o n  C o n s is te n cy  and SAS No. 98, O m n i­
b u s  S ta te m e n t on  A u d i t in g  S ta n d a rd s — 2 0 0 2
c. SAS No. 48, T he  E ffe c ts  o f  C o m p u te r P ro c e s s in g  o n  th e  A u d i t  o f  
F in a n c ia l S ta te m e n ts  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  
sec. 311.03 and .0 9 -1 0 )
d. SAS No. 80, A m e n d m e n t to  S ta te m e n t on  A u d i t in g  S ta n d a rd s  N o . 31, 
E v id e n t ia l  M a t te r  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 
326)
e. A IC P A  A u d it Guide C o n s id e ra tio n  o f  th e  In te r n a l C o n tro l in  a  F in a n ­
c ia l S ta te m e n t A u d i t
4 The A u d it G u ide  e n title d  Service O rg a n iza tio ns : A p p ly in g  SAS No. 70, as A m ended, inc ludes
illustrative control objectives as well as interpretations that address responsibilities of service
organizations and service auditors with respect to forward-looking information and the risk of
projecting evaluations of controls to future periods. The Guide also clarifies that the use of a service
auditor’s report should be restricted to existing customers and is not meant for potential customers. 
Additionally, SAS No. 98, O m nibus S ta tem ent on A u d it in g  S ta n d a rd s—2002, rescinds interpretation 
No. 6 of SAS No. 70, “Responsibilities of Service Organizations and Service Auditors With Respect to
Subsequent Events in a Service Auditor’s Engagement” (AICPA, P ro fessiona l S ta n d a rd s , vol. 1, AU 
sec. 9324). SAS No. 98 amends AU sec. 324 to expand subsequent event guidance with respect to
audit responsibilities and management representations.
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N on au th o rita tive  guidance on a ud itin g  IT  records is conta ined in  the  fo llow ing  
A IC P A  A u d itin g  Procedures Studies:
a. A u d it Im p lica tio n s  o f E lectron ic D ata  In te rchange (E D I)
b. A u d itin g  W ith  Com puters
Audit Docum entation||
2.24 The a u d ito r should prepare and m a in ta in  a u d it docum entation, the 
fo rm  and content o f w h ich  should be designed to  m eet the  circum stances o f the  
p a rtic u la r a u d it engagement. A u d it docum entation is the  p rin c ip a l record o f 
a u d itin g  procedures applied, evidence obtained, and conclusions reached by 
the  a u d ito r in  the engagement. The q u a n tity , type, and content o f a u d it 
docum entation are m a tte rs  o f the  a u d ito r’s professional judgm ent.
2.25 A u d it docum entation serves m a in ly  to:
a . P rovide the  p rin c ip a l support fo r the a u d ito r’s report, in c lu d ing  the  
represen ta tion  regard ing  observance o f the  standards o f fie ldw ork , 
w h ich  is im p lic it in  the  reference in  the  rep o rt to  genera lly  accepted 
a u d itin g  standards .5
b. A id  the a u d ito r in  the  conduct and supervis ion o f the  aud it.
2.26 Exam ples o f a u d it docum entation are a u d it p rogram s ,6 analyses, 
m em oranda, le tte rs  o f con firm a tion  and representa tion , abstracts or copies o f 
e n tity  documents, and schedules o r com m entaries prepared or obta ined by the 
aud ito r. A u d it docum entation m ay be in  paper fo rm , e lectronic fo rm , or o ther 
m edia.
2.27 A u d it docum entation should be su ffic ien t to  (a ) enable m em bers o f 
the engagement team  w ith  supervision and rev iew  respons ib ilities  to under­
stand the  n a tu re , tim in g , exten t, and resu lts  o f a u d itin g  procedures perform ed,
|| The PCAOB has issued 1) Auditing Standard No. 3, A u d it  D ocu m e n ta tion , and an 
amendment to their interim auditing standards, and 2) Auditing Standard No. 2, A n  A u d it  o f  In te rn a l 
C on tro l O ver F in a n c ia l R ep o rtin g  P erfo rm ed in  C on junction  W ith  an  A u d it  o f  F in a n c ia l S tatem ents. 
PCAOB Standard No. 2 was approved by the SEC on June 17, 2004. PCAOB standards approved by 
the SEC will apply to audits of financial statements of issuers, as defined by the Sarbanes-Oxley Act, 
and other entities when prescribed by the rules of the SEC (collectively referred to as “issuers”).
PCAOB Auditing Standard No. 3 would supersede SAS No. 96, A u d it  D ocum en ta tion , and would 
amend AU sec. 543, P a rt o f  A u d it  P erfo rm ed by O the r Independen t A u d ito rs , of the PCAOB’s interim 
standards. This standard would establish general requirements for documentation the auditor 
should prepare and retain in connection with any engagement conducted in accordance with auditing 
standards of the PCAOB.
PCAOB Auditing Standard No. 2 establishes requirements that apply when an auditor is 
engaged to audit both an issuer’s financial statements and management’s assessment of the 
effectiveness of internal control over financial reporting. PCAOB Auditing Standard No. 2 provides 
that in addition to the documentation requirements contained in AU sec. 339 of the PCAOB’s interim 
standards, the auditor should document certain items related to their audit of internal control over 
financial reporting.
See the “Preface” section of this Guide for more detailed information. Registered public 
accounting firms must comply with the standards of the PCAOB in connection with the preparation 
or issuance o f any audit report on the financial statements of an issuer. Registered public accounting 
firms auditing the financial statements of issuers should keep alert to the final status of PCAOB 
standards.
5 However, there is no intention to imply that the auditor would be precluded from supporting 
his or her report by other means in addition to audit documentation.
6 See Statement on Auditing Standards (SAS) No. 22, P la n n in g  a n d  S uperv is ion  (AICPA, 
P ro fessiona l S ta n d a rd s , vol. 1, AU sec. 311.05), for guidance regarding preparation of audit programs.
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and the evidence obta ined ;7 (b ) ind ica te  the  engagem ent team  m ember(s) who 
performed and reviewed the w ork; and (c) show th a t the accounting records agree 
or reconcile w ith  the financia l statements or other in fo rm ation  being reported on.
2.28 In  add itio n  to  the  requ irem ents discussed in  paragraphs 2.24-2.27 
above and referenced in  the  “A u d it D ocum entation” heading footnote, SAS No. 
96 , A u d i t  D o c u m e n ta t io n  (A IC PA , P ro fe s s io n a l S ta n d a rd s , vol. 1, A U  sec. 339), 
provides fu rth e r  requ irem ents about the  content, ow nersh ip  and con fiden tia l­
i ty  o f a u d it docum entation. M oreover, A ppend ix A  to  SAS No. 96 lis ts  the  a u d it 
docum entation requ irem ents contained in  o ther sta tem ents on a u d itin g  s tand­
ards. F in a lly , effective fo r aud its  and review s o f issuers completed on or a fte r 
October 31, 2003, the  SEC ru le  R e te n tio n  o f  R e co rd s  R e le v a n t to  A u d its  a n d  
R e v ie w s  (SEC Release No. 33-8180), requ ires accounting firm s  to  re ta in  fo r 
seven years ce rta in  records re leva n t to  th e ir  aud its  and review s o f issuers’ 
fin a n c ia l sta tem ents. These records inc lude  w orkpapers and o the r documents 
th a t fo rm  the  basis o f the  a u d it o r rev iew , and m em oranda, correspondence, 
com m unications, o the r docum ents, and records ( in c lu d in g  e lectron ic records), 
w h ich  are created, sent o r received in  connection w ith  the  a u d it o r review , and 
conta in  conclusions, opin ions, analyses, or fin a n c ia l da ta  re la ted  to  the  a u d it 
o r review .
Consideration of the W ork of Internal Auditors#
2.29 In  aud its  o f p rope rty  and lia b il ity  insurance companies, aud itors 
m ay consider us ing  the w ork  o f in te rn a l aud ito rs  in  the  fo llow ing  areas:
•  T esting  IT  general and app lica tion  controls
•  T esting  p rem ium s and claim s processing
•  T esting  the  in te g r ity  o f the  data  bases u nd e rly in g  the loss-reserving 
systems
I f  the independent a u d ito r w ill be considering o r us ing  the w ork  of, o r rece iv ing 
d irec t assistance from , the  e n tity ’s in te rn a l aud itors, he or she should fo llow  
the  provisions o f SAS No. 65, T h e  A u d it o r ’s C o n s id e ra tio n  o f  th e  In te r n a l A u d i t  
F u n c t io n  in  a n  A u d i t  o f  F in a n c ia l S ta te m e n ts .
Com m unications by Successor Auditors
2.30 SAS No. 84, C o m m u n ic a t io n s  B e tw e e n  P red ece sso r a n d  S uccessor 
A u d ito r s  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 315), as amended by 
SAS No. 93, O m n ib u s  S ta te m e n t on  A u d i t in g  S ta n d a rd s —2 0 0 0 , provides gu id ­
ance on com m unications between predecessor and successor aud ito rs  when a 
change o f aud ito rs  has taken  place or is in  process. I t  also provides com m uni­
cations guidance when possible m isstatem ents are discovered in  fin an c ia l 
statem ents.
7 A  firm of independent auditors has a responsibility to adopt a system of quality control policies 
and procedures to provide the firm with reasonable assurance that its personnel comply with 
applicable professional standards, including generally accepted auditing standards, and the firm’s 
standards of quality in conducting individual audit engagements. Review of audit documentation and 
discussions with engagement team members are among the procedures a firm performs when 
monitoring compliance with the quality control policies and procedures that it has established. (Also, 
see SAS No. 25, The R e la tio nsh ip  o f  G enera lly  Accepted A u d it in g  S ta n d a rd s  to  Q u a lity  C on tro l 
S ta n d a rd s  [AICPA, P ro fessiona l S ta n d a rd s , vol. 1, AU sec. 161], as amended by SAS No. 98, O m nibus  
S ta tem ent on A u d it in g  S ta n d a rd s—2002.)
#  A  member performing an attest engagement must be independent pursuant to Rule 101 of the 
AICPA Code o f P ro fessiona l C onduct. Other applicable independence rules/regulations may also 
apply to members and accountants while performing attest engagements (e.g., SEC, PCAOB, GAO, 
state licensing boards, etc.) See the “Preface” of this Guide for additional information on new rules 
and regulations.
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Com m unication of M atters Related to Internal Control
2.31 SAS No. 60,** C o m m u n ic a t io n  o f  In te r n a l C o n tro l R e la te d  M a tte rs  
N o te d  in  a n  A u d i t  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 325), 
provides guidance on id e n tify in g  and rep o rting  conditions th a t re la te  to  an 
e n tity ’s in te rn a l contro l observed d u rin g  an a u d it o f fin a n c ia l statem ents. I t  is 
contem plated th a t com m unication w ou ld  genera lly  be w ith  the a u d it com m it­
tee or in d iv id u a ls  w ith  an e qu iva len t leve l o f a u th o rity  and resp on s ib ility  (such 
as the  board o f d irectors or trustees, an owner in  an owner-m anaged e n tity , or 
in  o rganizations th a t do no t have an a u d it com m ittee w ith  o thers who m ay 
have engaged the aud ito r). C onditions noted by the a u d ito r th a t are considered 
reportab le  conditions under SAS No. 60** should be com m unicated, p re ferab ly 
in  w ritin g . In fo rm a tio n  th a t is  o ra lly  com m unicated should be documented by 
the  a u d ito r in  appropria te  m em oranda or nota tions in  the a u d it docum enta­
tion . A d d itio n a lly , among o ther m atte rs , section 404 o f the Sarbanes-Oxley A ct 
o f 2002 now requires an a tte s ta tio n  rep o rt on m anagem ent’s assessment o f 
in te rn a l con tro l over fin a n c ia l rep o rting  o f the pub lic  accounting f irm  to be 
included in  an issuer’s annua l report. T h is  repo rt m ay or m ay n o t be combined 
w ith  the  a u d it opinion.
2.32 In  add ition , the insurance com m issioner o f the state o f dom icile  
requ ires th a t the  a u d ito r prepare fo r the c lien t a w ritte n  repo rt describ ing any 
s ign ifican t in te rn a l contro l deficiencies and provide a descrip tion  o f rem edia l 
actions taken  or proposed to  correct those deficiencies. (See paragraph 2.73.)
Com m unication W ith Audit Com m ittees††
2.33 SAS No. 61, C o m m u n ic a t io n  W ith  A u d i t  C o m m itte e s  (A IC PA , P ro fe s ­
s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 380), as amended by SAS No. 90, A u d i t  
C o m m itte e  C o m m u n ic a t io n s ,  and SAS No. 89, A u d it  A d ju s tm e n ts , establishes 
a requ irem en t th a t the  a u d ito r determ ine th a t ce rta in  m atte rs  re la ted  to  the  
conduct o f an a u d it are com m unicated to those who have resp on s ib ility  fo r 
overs igh t o f the  fin a n c ia l rep o rting  process. The com m unications requ ired  by 
SAS No. 61 are applicable to  en titie s  th a t e ithe r have an a u d it com m ittee or 
have otherw ise fo rm a lly  designated overs igh t o f the  fin an c ia l re p o rtin g  process 
to  a group equ iva len t to  an a u d it com m ittee (such as a finance com m ittee or 
budget com m ittee).
2.34 The SAS No. 90 am endm ent requires an a u d ito r o f SEC c lien ts to 
discuss w ith  a u d it com m ittees the a u d ito r’s judgm ents about the q u a lity , not 
ju s t the accep tab ility , o f the  company’s accounting p rinc ip les and und e rly in g  
estim ates in  its  fin a n c ia l statem ents.
2.35 The SAS No. 89 am endm ent requires the a u d ito r to  in fo rm  the a u d it 
com m ittee about uncorrected m isstatem ents aggregated by the a u d ito r d u rin g  
the cu rren t engagement and p e rta in in g  to  the  la te s t period  presented th a t were
*In March 2004, the PCAOB issued a proposed auditing standard entitled C on fo rm in g  A m end­
m ents to P C A O B  In te r im  S ta n d a rd s  R e su ltin g  F rom  the A d o p tio n  o f PC A O B  A u d it in g  S ta n d a rd  No. 
2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction With an Audit of 
Financial Statements. The proposed standard, among other matters, would supersede SAS No. 60, 
C om m un ica tion  o f In te rn a l C on tro l R ela ted  M a tte rs  N oted in  an  A u d it , for audits of the financial 
statements of issuers. (See PCAOB Release No. 2004-002) Registered public accounting firms must 
comply with the standards of the PCAOB in connection with the preparation or issuance of any audit 
report on the financial statements of an issuer. Registered public accounting firms auditing the 
financial statements of issuers should keep alert to any final standard issued by the PCAOB and final 
SEC approval of that standard. See the “Preface” section of this Guide for more information.
†See footnote # to paragraph 2.29.
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determ ined by m anagem ent to  be im m a te ria l, bo th  in d iv id u a lly  and in  the 
aggregate, to  the  fin a n c ia l sta tem ents taken  as a whole. These m isstatem ents 
are gathered from  the  eva lua tion  o f a u d it find ings. SAS No. 47 , A u d i t  R is k  a n d  
M a te r ia l i t y  in  C o n d u c t in g  a n  A u d i t  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  
sec. 312), as amended by SAS No. 98, O m n ib u s  S ta te m e n t o n  A u d i t in g  S ta n d ­
a rd s —2 0 0 2 , c la rifies  th a t aud ito rs  should include both  q u a lita tive  and q u a n ti­
ta tiv e  cons ide ra tions w hen  e va lu a tin g  m iss ta tem en ts  and specifies th e  
aforem entioned im portance o f in d iv id u a l and aggregate m issta tem ent ana ly­
sis. A u d ito rs  should also consider SEC S ta ff A ccoun ting  B u lle tin  No. 99, 
M a te r ia l i t y  (C od ifica tion  o f S ta ff A ccoun ting  B u lle tin s , Topic 1 -F in a n c ia l  
S ta te m e n ts , Section M - M a te r ia l i ty ) ,  when assessing the m a te r ia lity  o f m is­
statem ents, a t least fo r pub lic  companies.
2.36 In  add ition , com m unication w ith  the  a u d it com m ittee o r its  equiva­
le n t by the a u d ito r on specific m atte rs  as they occur in  the  conduct o f an a u d it 
is requ ired  by o the r standards, inc lu d ing  SAS No. 99, C o n s id e ra tio n  o f  F r a u d  
in  a  F in a n c ia l S ta te m e n t A u d i t  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 
316), SAS No. 54, SAS No. 60, SAS No. 90, and SAS No. 100, I n te r im  F in a n c ia l  
In fo r m a t io n  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 722). A d d itio n ­
a lly , T itle  I I  o f the  Sarbanes-O xley A c t adds Subsection K  to  Section 10A o f the 
Securities Exchange A ct o f 1934 and requires specific com m unications fo r 
aud ito rs  o f issuers. Each accountant th a t perform s fo r an a u d it c lien t th a t is 
an issuer any a u d it requ ired  under the  securities law s m ust rep o rt p r io r to  the 
f il in g  o f such a u d it re p o rt w ith  the  SEC, to  the  a u d it com m ittee:
•  A ll c r it ic a l accounting policies and practices to  be used;
•  A ll a lte rn a tive  trea tm en ts  w ith in  G AAP “ fo r policies and practices 
re la ted  to  m a te ria l item s” th a t have been discussed w ith  m anagem ent 
o f the issuer, in c lu d in g  (1) the ram ifica tio ns  o f the  use o f such a lte r­
na tive  disclosures and trea tm en ts  and (2) the  tre a tm e n t p re ferred  by 
the  reg istered  p ub lic  accounting firm ; and
•  O the r m a te ria l w r itte n  com m unications between the  reg istered  pub lic  
accounting firm  and the m anagem ent o f the  issuer, such as any 
m anagem ent le tte r  or schedule o f unadjusted  differences.
The SEC has no t requ ired  th a t the  com m unication be in  w ritin g ; however, the 
SEC noted th a t i t  w ou ld  expect th a t such com m unications w ou ld  be docu­
m ented by the  accountant and the  a u d it com m ittee.
Consideration of Fraud in a  Financial Statement Audit‡‡
2.37 There are risks  in h e re n t in  a ll a u d it engagements, in c lu d in g  the 
p oss ib ility  o f fra u d u le n t acts th a t cause a m a te r ia l m iss ta te m e n t o f fin a n c ia l 
statem ents. SAS No. 99, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l S ta te m e n t  
A u d i t  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 316), is  the  p rim a ry  
source o f a u th o rita tive  guidance about an a u d ito r’s respons ib ilities  concerning 
the consideration o f frau d  in  a fin a n c ia l s ta tem ent a ud it. SAS No. 99 super­
sedes SAS No. 82, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l S ta te m e n t A u d i t ,  and 
amends SAS No. 1, section 230, D u e  P ro fe s s io n a l C a re  in  th e  P e rfo rm a n c e  o f  
W o rk  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 230). SAS No. 99 estab­
lishes standards and provides guidance to  aud ito rs  in  fu lf i ll in g  th e ir  responsi­
b il ity  to  p la n  and perfo rm  the  a u d it to  ob ta in  reasonable assurance about 
w he ther the fin a n c ia l sta tem ents are free o f m a te r ia l m iss ta te m en t, w h e th e r
‡See foo tno te  | | | |  to  p a rag raph  2.52.
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caused by e rro r o r frau d  as stated in  SAS No. 1, section 110, R e s p o n s ib ilit ie s  
a n d  F u n c t io n s  o f  th e  In d e p e n d e n t A u d i t o r  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  
vol. 1, A U  sec. 110.02). (SAS No. 99 also amends SAS No. 85, M a n a g e m e n t  
R e p re s e n ta tio n s .)
2.38 There are tw o  types o f m isstatem ents re levan t to  the  a u d ito r’s 
consideration o f frau d  in  a fin a n c ia l s ta tem ent a ud it, m isstatem ents a ris ing  
from  fra u d u le n t fin a n c ia l rep o rting  and m isstatem ents a ris ing  from  m isappro­
p ria tio n  o f assets. A d d itio n a lly , th ree  conditions genera lly  are present when 
frau d  occurs. F irs t, m anagem ent o r o the r employees have an in c e n tiv e  o r are 
under p re s s u re , w h ich  provides a reason to com m it fraud . Second, c ircum ­
stances exis t— fo r exam ple, the absence o f controls, ine ffective  controls, o r the  
a b ility  o f m anagem ent to  override contro ls— th a t provide an o p p o r tu n ity  fo r a 
fra u d  to  be perpetrated. T h ird , those invo lved  are able to r a t io n a liz e  com m it­
tin g  a fra u d u le n t act.
The Im portance of Exerc isin g  P ro fessio n a l Skepticism
2.39 Because o f the  characteristics o f fraud , the a u d ito r’s exercise o f 
professional skeptic ism  is im p o rta n t when considering the  r is k  o f m a te ria l 
m issta tem ent due to  fraud . Professional skeptic ism  is an a ttitu d e  th a t includes 
a question ing  m ind  and a c r it ic a l assessment o f a u d it evidence. The a ud ito r 
should conduct the  engagem ent w ith  a m indse t th a t recognizes the  p oss ib ility  
th a t a m a te ria l m issta tem ent due to  fra u d  could be present, regardless o f any 
past experience w ith  the  e n tity  and regardless o f the  a u d ito r’s b e lie f about 
m anagem ent’s honesty and in te g rity . F urtherm ore , professional skeptic ism  
requires an ongoing question ing  o f w he ther the  in fo rm a tio n  and evidence 
obta ined suggests th a t a m a te ria l m issta tem ent due to  frau d  has occurred.
D iscussion  A m ong En g ag em ent P ersonnel R eg ard in g  the R isks  
of M ateria l M isstatem ent D ue to Fraud
2.40 M em bers o f the a u d it team  should discuss the  p o te n tia l fo r m a te ria l 
m issta tem ent due to  frau d  in  accordance w ith  the  requ irem ents o f SAS No. 99. 
The discussion among the  a u d it team  members about the  suscep tib ility  o f the  
e n tity ’s fin a n c ia l sta tem ents to  m a te ria l m issta tem ent due to  fra u d  should 
include a consideration o f the  know n ex te rna l and in te rn a l factors a ffecting  the  
e n tity  th a t m ig h t (a) create incentives/pressures fo r m anagem ent and others 
to com m it fraud , (b ) provide the o p p o rtu n ity  fo r fra u d  to  be perpetra ted , and 
(c) ind ica te  a cu ltu re  o r environm ent th a t enables m anagem ent to  ra tio na lize  
co m m itting  fraud . C om m unica tion  among the a u d it team  m em bers about the  
risks  o f m a te ria l m issta tem ent due to  frau d  also should continue th roughou t 
the  aud it.
2.41 Factors th a t m ay increase the r is k  o f m a te ria l m issta tem ent due to  
fra u d  as a re su lt o f the  item s described above include, b u t are no t lim ite d  to, 
the  fo llow ing :
(1) In te rn a l Factor: A  s ig n ifica n t p o rtion  o f m anagem ent compensation 
(i.e., bonuses, stock options) is contingent upon achieving aggressive 
ta rge ts fo r stock price, opera ting  resu lts , fin a n c ia l position  or cash 
flow . Incentives specific to  the  insurance in d u s try  m ay include:
a. Pressures m o tiva tin g  the  u n d e rw ritin g  departm ent to  become 
more p ro fitab le .
b. The investm en t departm ent is evaluated based upon investm en t 
yields.
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c. M anagem ent or rese rv ing  actuaries inc luded  in  sh o rt-te rm  
p ro fit-sh a rin g  p lan  or incentive  com pensation arrangem ents 
lin ke d  to  ne t income or surp lus.
(2) E x te rna l Factor: A  slow economy. Since insu re rs  have such a large 
num ber o f investm ents, equ ity  m a rke t declines and reduced m arke t 
in te re s t rates w ill  s ig n ifica n tly  low er investm en t re tu rns . Such con­
d itions  could re su lt in  insure rs  looking  to  new investm en t vehicles 
to  secure su ffic ien t investm en t m arg ins in c lu d in g  deriva tives, rea l 
estate, m ortgage loans and jo in t  ventu re  arrangem ents. Insure rs  
need to  have contro ls in  place to  ensure adequate u n d e rw ritin g , due 
d iligence and accounting contro ls on new investm ents. Pressure 
exists to have investm en t resu lts  im prove overa ll resu lts  in  periods 
where u n d e rw ritin g  operation is underperform ing.
(3) In te rn a l Factor: S ign ifica n t dependency on in fo rm a tio n  systems fo r 
support in  day-to-day operations, and a lack  o f controls regard ing  
access to in fo rm a tio n  systems. F or example, a r is k  o f loss exists from  
employees who have access to the  c la im  system. They could m ake 
unauthorized  changes to  po licyho lder account balances, ceded re in ­
surance account balances, or th ird  p a rty  cla im  paym ents. They could 
also approve fra u d u le n t cla im s payable to  them selves or excess 
paym ents to  others (such as auto re p a ir centers).
(4) In te rn a l Factor: F a ilu re  by m anagem ent to  com m unicate and dem­
onstra te  an appropria te  a ttitu d e  regard ing  in te rn a l contro l, as w e ll 
as m anagem ent’s a b ility  to override in te rn a l controls in  fin an c ia l 
rep o rting  re la ted  to:
a. N um erous m anua l adjustm ents requ ired  to  determ ine am ounts 
recorded in  fin a n c ia l sta tem ents (i.e., accrual en tries booked to  
a cash-basis ledger or s ta tu to ry-to -G A A P  adjustm ents).
b. C orrecting  en tries or ad justm ents made by m anagem ent, pa r­
t ic u la r ly  a t or near year-end.
c. A d ju s tin g  en tries made d ire c tly  to the  fin a n c ia l statem ents.
The factors th a t m ay increase the  r is k  o f m a te ria l m issta tem ent due to  frau d  
lis ted  above are general examples, and should be considered in  conjunction w ith  
Tables 2-1 and 2-2, below, w h ich  address r is k  factors re la ted  to  fra u d u le n t 
fin a n c ia l rep o rting  and m isapp rop ria tion  o f assets specific to the  insurance 
in d u s try . A n  a u d ito r should use professional jud gm en t in  de te rm in ing  w he ther 
factors are present th a t could increase the  r is k  o f m a te ria l m issta tem ent due 
to  fraud.
In su rance  Ind ustry  Frau d  R isk  Factors
2.42 Fraud ris k  factors relevant to fraudu len t financ ia l reporting  and m is­
appropriation o f assets are described in  Tables 2.1 and 2.2, respectively. The r is k  
factors are fu rth e r  c lassified based on the th ree  conditions genera lly  present 
w hen m a te ria l m issta tem ents due to fra u d  occur: incentives/pressures, oppor­
tu n itie s , and a ttitu de s /ra tio na liza tion s . A lthough  the  r is k  factors cover a broad 
range o f s itua tions, they are on ly  examples and, accordingly, the a u d ito r m ay 
w ish  to  consider a dd itio na l or d iffe re n t r is k  factors. Also, the order o f the 
examples o f r is k  factors provided in  Tables 2-1 and 2-2 is n o t in tended to  re flec t 
th e ir  re la tive  im portance or frequency o f occurrence. F in a lly , some o f the r is k  
factors re la ted  to  m issta tem ents a ris ing  from  fra u d u le n t fin an c ia l rep o rting  
m ay also be present when m isstatem ents a ris ing  from  m isappropria tion o f assets
AAG-PLI 2.42
A u d it C onsiderations 4 7
occur. F or exam ple, ine ffective  m on ito ring  o f m anagem ent and weakness in  
in te rn a l contro l m ay be present when m issta tem ents due to  e ith e r fra u d u le n t 
fin a n c ia l rep o rting  or m isapp rop ria tion  o f assets exist.
2.43 A  company a u d ito r’s in te re s t specifica lly  re lates to  fra u d u le n t acts 
th a t cause a m a te ria l m issta tem ent o f the  fin a n c ia l statem ents. Some o f the 
fo llo w in g  factors and conditions are present in  insurance e n titie s  where spe­
c ific  circum stances d o  n o t p re s e n t a  r is k  o f  m a te r ia l m is s ta te m e n t. A lso, specific 
controls m ay ex is t th a t m itig a te  the  r is k  o f m a te ria l m issta tem ent due to  
fraud , even though r is k  factors o r conditions are present. W hen id e n tify in g  r is k  
factors and o the r conditions, one should assess w he ther those r is k  factors and 
conditions, in d iv id u a lly  and in  com bination, present a r is k  o f m a te ria l m is ­
sta tem ent o f the  fin a n c ia l statem ents. The industry-spec ific  fra u d  r is k  factors 
th a t fo llow  include in te rp re ta tio n s  o f some o f the  SAS No. 99 exam ple r is k  
factors ta ilo re d  to  the  insurance in d u s try . Each section should be used to  
supplem ent, b u t not replace, the exam ple r is k  factors included in  SAS No. 99. 
Tables 2-1 and 2-2 are no t m eant to  be inclusive .
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Table 2-1
Fraud Risk Factors— Fraudulent Financial Reporting
Incentive/
Pressure
Financial 
stability or 
profitability is 
threatened by 
economic, 
industry, or 
entity operating 
conditions such 
as:
a. New accounting, 
statutory, or 
regulatory 
requirements.
b. High vulnerability 
to rapid changes, 
such as changes in 
technology, 
product
obsolescence, or 
interest rates.
c. Rapid growth or 
unusual 
profitability 
especially 
compared to that 
of other companies 
in the same 
industry.
d. Emerging trends 
in claims 
settlement and 
litigation.
1. New criteria used by rating 
agencies to assign ratings to 
insurers.
2. Impact of statutory accounting 
principles.
3. Demutualization.
4. Changes in risk-based capital 
requirements.
5. Changes in consolidation 
criteria (for example, special 
purpose entities).
1. Rapidly changing distribution 
network results in different 
sales channels without 
adequate controls (for example, 
possible use of the Internet).
2. Changes in interest rates may 
have a significant impact on the 
financial results of many life 
insurance companies.
1. Unusual and considerable 
increases in the number of 
policyholders over a short 
period of time.
2. Loss ratios significantly 
different from companies 
offering similar insurance 
coverages.
3. Significant concentrations of 
policyholders in the same 
geographic region causing 
greater exposure to catastrophe.
4. Unusual increases in the 
number of policies in mature 
lines of business, potentially 
indicating inadequate pricing to 
gain business from competitors.
1. Identification of emerging new 
classes of claims.
2. Plaintiffs expanded theory of 
liability.
3. Court coverage decisions and 
judicial interpretations.
4. Expanded liability due to 
changes in legislation such as 
with asbestos litigation reform.
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f .
Incentive/ a. 
Pressure
Excess pressure 
for management 
to meet the 
requirements or b. 
expectations of 
third parties 
due to the 
following:
c.
Opportunity a.
The nature of 
the industry or 
the entity’s 
operations 
provides 
opportunities to 
engage in 
fraudulent 
financial 
reporting that 
can arise from:
Volatility of 
earnings due to 
catastrophic losses 
could cause the 
company to 
manipulate 
earnings in other 
areas.
Pressure to meet 
profitability or 
trend expectations 
of investment 
analysts.
Pressure from 
rating agencies to 
maintain or 
improve ratings.
Pressure to meet 
risk-based capital 
(RBC)
requirements.
Significant 
related-party 
transactions not in 
the ordinary course 
of business or with 
related entities not 
audited or audited 
by another firm.
1. Rapid development of new 
products reacting to the market 
environment without adequate 
review of long-term strategies.
2. Volatility of earnings due to 
market environment that could 
cause a company to manipulate 
earnings.
1. Overstatement of adjustable 
features on reinsurance 
contracts such as profit sharing 
or sliding scale commissions in 
light of increasing ceded losses.
1. Favorable trends not in line 
with the industry.
2. Pressures exerted over internal 
or external valuation actuaries.
3. Smoothing of earnings through 
changes to IBNR reserves.
1. Close to triggering regulatory 
actions in prior periods based 
on declining surplus and thus 
affecting risk-based capital.
2. Failure to achieve forecasts 
provided to regulators.
1. Unusual or complex 
intercompany reinsurance 
transactions.
2. Transactions entered into with 
affiliates, the impact of which is 
to increase statutory surplus.
3. Complex and/or inconsistent 
expense allocation agreements.
(con tinued )
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competition or 
market saturation, 
accompanied by 
declining margins.
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b. Assets, liabilities, 
revenues, or 
expenses based on 
significant 
estimates that 
involve subjective 
judgments or 
uncertainties that 
are difficult to 
corroborate.
c. Significant,
unusual, or highly 
complex trans­
actions, especially 
those close to 
period end, that 
pose difficult 
“substance over 
form” questions.
1. Estimates for loss and loss 
adjustment expenses, 
reinsurance recoverables, 
deferred acquisitions costs, 
reserves, and others based on 
unusually subjective judgments.
2. Significant purchases and sales 
of securities that do not have an 
active market, which could 
indicate “parking losses.”
3. Aggressive policies related to 
revenue recognition for 
administrative-service type 
contracts.
4. Improper classification of 
normal operating losses as 
“catastrophe-related” in 
financial reporting (for 
example, management 
discussion and analysis, 
footnote disclosure). Also, the 
diversion of an insurer’s 
resources in dealing with a 
catastrophe could put a strain 
on internal controls.
1. High yields on investments that 
appear to be low risk.
2. Transactions that “convert” 
nonadmitted assets to admitted 
assets.
3. Numerous and complex 
off-balance-sheet financing 
transactions.
4. Reinsurance transactions that 
embody loss assumptions that 
are very different from industry 
or historical trends in order to 
pass the “transfer of risk” rules.
5. Transactions that “convert” 
realized capital gains/losses to 
ordinary income or vise versa.
6. Significant closing journal 
entries for insurers that 
maintain their books on a 
statutory basis of accounting, 
which requires the need to post 
several statutory-to-GAAP 
adjusting entries.
5 0
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Opportunity
Ineffective 
monitoring of 
management 
due to the 
following:
Opportunity
There is a 
complex 
organizational 
structure as 
evidenced by the 
following:
Opportunity
Internal control 
components are 
deficient as a 
result of:
7. Significant or unusual amount 
of quarter-end or year-end 
manual entries posted after 
consolidation.
8. Absence of a review process for 
estimates of the value of closely 
held securities.
9. Agreements accounted for as 
reinsurance transactions that 
do not transfer risk.
a. Domination of the 
board of directors 
because it is 
composed 
primarily of a 
company’s close 
business partners 
(for example, 
agents, bankers, 
and lawyers).
Significant 
transactions 
included in 
noninsurance 
affiliates with the 
sole purpose of 
excluding such 
activity from the 
statutory-basis 
financial 
statements filed 
with insurance 
regulators.
1. Use of related party 
management agreements.
2. Significant due to/due from 
between insurance company 
and its affiliates.
a. Information 
systems which 
cannot account for 
complex features of 
insurance policies 
issued (for example, 
policies with com­
plex deductible 
features) or rein­
surance policies 
(e.g., adjustable 
features).
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A ttitu d e / a.
R a tio n a liz a tio n
Excessive 
in te res t by 
m anagem ent in  
m a in ta in in g  or 
increasing  the 
e n tity ’s stock 
price or earnings 
tren d  or s ta tu to ry  
cap ita l position.
b.
A ttitu d e / a.
R a tio n a liz a tio n
A  fa ilu re  by 
m anagem ent to 
d isp lay and 
com m unicate an 
appropria te  
a ttitu d e  
regard ing  
in te rn a l contro l 
and the fin an c ia l 
rep o rting  process.
b.
c.
R isk tra n s fe r 1.
c r ite r ia  fo r 
re insurance 2.
transactions are 
ra re ly  m et.
3.
Use o f 1.
d iscre tionary  
reserves to 
m an ipu la te  2.
earnings.
Lack o f board or 1. 
m anagem ent 
overs igh t o f c r it ic a l 2. 
processes.
3.
4,
5.
6 ,
7 .
8.
9.
No business r is k  
m anagem ent 
resp on s ib ility  or 
function .
No accounting 
po licy responsi­
b il ity  or function .
Use o f contracts w ith  
s truc tu red  payout patte rns. 
Inc lus ion  o f loss co rridors 
w ith in  re insurance 
agreements.
A d justab le  features th a t could 
have a m a te ria l a ffect on cash 
flows between the  ceding and 
assum ing companies (e.g., 
p ro fit sharing , s lid in g  scale 
commissions, adjustab le  
coverage).
B u lk  reserves not included in  
the va lu a tio n  actua ry ’s loss 
reserve opinion.
C atastrophe reserves.
U n d e rw ritin g -co n tro l ris k , 
price ris k .
IT  systems or resources to 
e ffective ly  adm in is te r complex 
insurance or reinsurance 
contract provisions.
M o n ito rin g  o f cred itw orth iness 
o f re insurers.
Suspense account clearance.
T reasury-securities/deriva tive  
va lu a tio n  (selection o f models, 
methodologies, and 
assum ptions).
E stab lishm ent o f loss and loss 
ad justm ent expense reserves.
Inves tm en t decisions.
U nderstand ing  o f c r it ic a l 
accounting policies and 
s ig n ifica n t estim ates.
Agents or th ird  p a rty  
adm in is tra to rs  w ith  
u n d e rw ritin g  and/or cla im s 
se ttlin g  a u th o rity .
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d. Management’s 
inattention to 
establish indepen­
dent reporting lines 
for key assurance 
functions (for 
example, internal 
audit and quality 
control reviews of 
claims and 
underwriting).
e. Lack of insurance- 
industry or finance 
experience on the 
audit committee.
Attitude/
Rationalization
Management 
displaying a 
significant 
disregard for 
regulatory 
authorities.
d.
a. Existence of a 
regulatory 
enforcement action.
b. Prior examination 
findings not 
addressed or 
inadequately 
addressed.
c. Mandated 
restatements of 
regulatory financial 
reports due to 
inappropriate 
accounting treatment.
 Assessment of market 
conduct fines.
Attitude/
Rationalization
A  strained
relationship
between
management and 
the current or 
predecessor 
auditor, as 
exhibited by the 
following:
a. Frequent disputes 
with the current or 
predecessor auditor 
on accounting, 
auditing, or reporting 
matters such as the 
reasonableness of 
sensitive estimates 
(for example, loss and 
loss adjustment 
expense reserves, 
allowances for 
uncollectible 
reinsurance, and 
other amounts).
b. Issuance of reportable 
condition or material 
weakness letters.
Internal or external 
auditors not allowed to 
report directly to the board 
of directors.
(con tinued )
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c. F a ilu r e  o f
m a n a g e m e n t  to  
a d d res s  re p o r ta b le  
c o n d it io n  o r  m a te r ia l  
w e a k n es s  issu es  on  a 
t im e ly  bas is .
A t t i t u d e /  a.
R a t io n a l iz a t io n
N o n fin a n c ia l 
m a n a g e m e n t ’s 
e x c e ss iv e  
p a r t ic ip a t io n  in  
o r  p reo c cu p a tio n  
w ith  th e  s e le c t io n  
o f  th e  a c cou n tin g  
p r in c ip le s  o r  th e  
d e te rm in a t io n  o f  
s ig n if ic a n t 
e s t im a tes .
L a c k  o f  m a n a g e m e n t 
to  e s ta b lis h  con tro ls  
o v e r  a c cou n tin g  p o lic y  
issu es .
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Table 2-2
Fraud Risk Factors—Misappropriation of Assets
Incentive/
Pressure
Adverse 
relationships 
between the 
entity and 
employees with 
authority over 
cash and assets 
could motivate 
employees to 
misappropriate 
those assets.
Opportunity
Certain
characteristics or 
circumstances 
may increase the 
susceptibility of 
assets to
misappropriation, 
for example, 
opportunities to 
misappropriate 
assets increase 
when there are 
the following 
factors:
Opportunity
Inadequate 
internal control 
over assets may 
increase the 
susceptibility of 
misappropriation 
of those assets. 
For example, 
misappropriation 
of assets may 
occur because of 
the following 
factors:
1. e.g. combining regional claims 
offices.
a. History of 
workforce 
reductions.
b. Dissatisfaction 
with compensation.
а. Significant activity 
and/or balances 
present in 
suspense accounts.
b. Large volume 
premium checks 
received by the 
insurance company 
rather than being 
sent to a lock box.
c. Premiums are not 
directly remitted to 
the insurer but are 
instead collected 
by the agent.
a. Inadequate 
segregation of 
duties or 
independent 
checks.
b. Inadequate man­
agement oversight 
of employees 
responsible for 
assets.
1. Lack of rotation or review of 
claim adjusters on long-term 
claims.
2. Custodial reconciliations 
performed by an individual 
who records the amount to the 
ledger.
3. Bank reconciliations 
performed by individual with 
access to cash receipts.
1. Lack of adequate monitoring 
of underwriting policies and 
procedures.
2. Lack of management review or 
control processes over 
year-end or month-end 
transactions.
(con tinued )
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2. Unachievable incentive 
compensation goals.
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3. Extensive use of managing 
general agents (MGAs) with 
little or no supervision by 
management.
4. Lack of internal audit and/or 
claim quality review functions.
5. Inadequate payment approval 
process.
6. Lack of review or inadequate 
controls over system overrides 
(for example, claim payments 
and commissions).
7. Lack of strong custodial 
controls over cash/investments.
c. Large volume of 
duplicate claims 
processed.
d. Large volume of 
claims paid to post 
office boxes.
e. Large volume of 
claims paid to the 
same claimant.
f . Claims paid to 
employees.
1. No controls to ensure that 
claim adjustment payments 
are made only to authorized 
vendors.
1. No monitoring or enforcement 
of claims settlement 
authorities.
Attitude/
Rationalization
Failure to report 
all instances of 
fraud to the audit 
committee.
Attitude/
Rationalization
Failure to 
properly staff 
internal audit 
and other 
(claims/under- 
writing) quality 
control functions.
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Attitude/
Rationalization
Poor
relationships 
between 
management, 
employees, and 
agents that may 
appear to justify 
misappropriations 
of assets.
Attitude/
Rationalization
Disregard for 
internal control 
over
misappropriation 
of assets by 
overriding 
existing controls 
or by failing to 
correct known 
internal control 
deficiencies.
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O b ta in in g  the Inform ation N eeded  to Identify the R isks of 
M ateria l M isstatem ent Due to Fraud
2.44 SAS No. 22, P la n n in g  a n d  S u p e rv is io n  (A IC PA , P ro fe s s io n a l S ta n d ­
a rd s , vol. 1, A U  sec. 311), provides guidance about how the  a u d ito r obtains 
know ledge about the e n tity ’s business and the in d u s try  in  w h ich  i t  operates. In  
perfo rm ing  th a t w ork , in fo rm a tio n  m ay come to  the a u d ito r’s a tte n tio n  th a t 
should be considered in  id e n tify in g  risks  o f m a te ria l m issta tem ent due to 
fraud . As p a rt o f th is  w ork, the  a u d ito r should perfo rm  the  fo llo w in g  proce­
dures to obta in  in fo rm a tio n  th a t is  used to id e n tify  the  risks  o f m a te ria l 
m issta tem ent due to  fraud :
a. M ake in q u irie s  o f m anagem ent and others w ith in  the e n tity  to  obta in  
th e ir  views about the  risks  o f fra u d  and how they  are addressed.
b. Consider any unusua l or unexpected re la tionsh ips th a t have been 
id e n tifie d  in  p erfo rm ing  an a ly tica l procedures in  p lann ing  the aud it.
c. Consider w he ther one or m ore frau d  r is k  factors exist. (See Tables 
2-1 and 2-2 and paragraphs 2.42 and 2.51.
d . Consider o ther in fo rm a tio n  th a t m ay be h e lp fu l in  the id e n tifica tio n  
o f risks  o f m a te ria l m issta tem ent due to  fraud .
In  p la nn ing  the  a ud it, the  p rope rty  and lia b il ity  insurance a u d ito r also should 
perform  a na ly tica l procedures re la tin g  to  revenue w ith  the  objective o f id e n ti­
fy in g  unusua l or unexpected re la tionsh ips invo lv in g  revenue accounts th a t m ay 
ind ica te  a m a te ria l m issta tem ent due to  fra u d u le n t fin a n c ia l reporting . M eas­
urem ents and flu c tua tion s  th a t can be ind ica tive  o f p o te n tia l fra u d u le n t prac­
tice include:
•  Changes in  loss ra tio s  th a t d iffe r from  changes experienced by the 
in d u s try  fo r a g iven lin e  o f business.
•  Changes in  the  re la tionsh ips between U EPR  and earned prem ium s.
•  D eferred acqu is ition  costs as a percentage o f unearned prem ium s.
•  Agents balances as a percentage o f prem ium s.
•  S ig n ifica n t flu c tua tion s  in  p rio r year reserves.
•  S ig n ifica n t flu c tua tion s  in  the  gross to  ne t rep o rting  in  p rem ium s and 
losses.
•  S ig n ifica n t flu c tua tion s  in  p rem ium s w ritte n  by agents or M GAs.
C o n sid erin g  Fraud  R isk  Factors
2.45 As ind ica ted  in  ite m  c above, the a u d ito r m ay id e n tify  events or 
conditions th a t ind ica te  incentives/pressures to  perpe tra te  fraud , o pportun i­
ties to  ca rry  ou t the fraud , or a ttitu de s /ra tio na liza tion s  to  ju s t ify  a fra u d u le n t 
action. Such events o r conditions are re fe rred  to as “frau d  r is k  factors.” F raud 
r is k  factors do no t necessarily ind ica te  the  existence o f fraud ; however, they 
o ften are present in  circum stances where frau d  exists. SAS No. 99 provides 
frau d  r is k  fac to r examples th a t have been w ritte n  to  app ly to  m ost enterprises. 
Even though Tables 2-1 and 2-2 conta in  lis ts  o f frau d  r is k  factors specific to the 
insurance in d u s try , rem em ber th a t frau d  r is k  factors are on ly one o f several 
sources o f in fo rm a tio n  an a u d ito r considers when id e n tify in g  and assessing 
r is k  o f m a te ria l m issta tem ent due to  fraud.
Identifying  R isks That M a y  Result in a  M ateria l M isstatem ent 
Due to Fraud
2.46 In  iden tify ing  risks o f m ate ria l m isstatem ent due to fraud, i t  is he lp fu l 
fo r the aud ito r to consider the in fo rm ation  th a t has been gathered in  accordance
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w ith  the  requ irem ents o f SAS No. 99. The a u d ito r’s id e n tifica tio n  o f fraud  r isks  
m ay be in fluenced by characteristics such as the  size, com plexity, and owner­
ship a ttr ib u te s  o f the  e n tity . In  add ition , the a u d ito r should evaluate w he ther 
id e n tifie d  risks  o f m a te ria l m issta tem ent due to  fra u d  can be re la ted  to  specific 
fin a n c ia l sta tem ent account balances o r classes o f transactions and re la ted  
assertions, o r w he ther they  re la te  m ore pervasive ly to  the  fin a n c ia l statem ents 
as a whole.
Accounts, Classes o f Transactions, and Assertions
2.47 The fo llow ing  m ay invo lve  a h igh  degree o f m anagem ent judgm en t 
and sub jec tiv ity  and m ay present risks  o f m a te ria l m issta tem ent due to fraud  
because they are susceptible to m an ip u la tion  by m anagem ent.
(1) Investm ents:
а. F a ir m a rke t va lue fo r non-pub lic securities and deriva tives;
b. Recognition o f im p a irm e n t losses on investm ents;
c. Y ie lds assumed on m ortgage-backed and asset backed securi­
ties.
(2) D eferred A cq u is itio n  Costs:
a . D e fe rra l o f acqu is ition  costs (DAC) and w he ther there  is consis­
te n t app lica tion  and a lloca tion  techniques annua lly ;
b. Assum ptions u tilize d  to  develop the  DAC deferra l.
c. R ecoverab ility  o f deferred acqu is ition  costs.
(3) Reinsurance:
a . E va lua tion  o f r is k  tran s fe r, as i t  m ust be reasonably possible 
th a t the re in su re r w ill rea lize  a s ig n ifica n t loss in  o rder to  record 
the reinsurance transaction  as reinsurance versus deposit ac­
counting;
b. A ccrua l o f adjustab le  features on reinsurance contracts;
c. Reinsurance transactions near year-end w ith  l i t t le  evidence to  
support agreem ent among the parties  p rio r to  the  effective date;
d. E stim ates due to  tim e  lags in  the  rece ip t o f reports from  cen­
dants.
(4) Reserves:
a . Reasonableness o f assum ptions used to ca lcu late  reserves in ­
c lud ing  paym ent pa tte rns  and developm ent factors on both  a 
pa id  and incu rre d  basis.
b. M an ip u la tio n  o f d iscount factors used in  ce rta in  lines o f business 
(w orkers ’ compensation and group d isa b ility .)
c. M isc lass ifica tion  o f c la im  costs by lin e  o f business.
d . O ver reserv ing  in  one lin e  o f business to  cover a deficiency in  
another line  o f business.
e. A ccru ing  o r re leasing reserves re la ted  to  p rio r u n d e rw ritin g  
years.
f . Assum ptions used in  de te rm in ing  the effects o f re insurance on 
the  ne t reserves.
g . Changes in  assum ptions used to  ca lculate reserves and p rem ium  
deficiencies by lin e  o f business.
h . Consistency o f m ethodologies u tiliz e d  by m anagem ent from  pe­
rio d  to period.
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A  P re s u m p tio n  T h a t Im p ro p e r  R evenue R e c o g n itio n  Is  a  F ra u d  R is k
2.48 M a te r ia l  m is s ta te m e n ts  d u e  to  fr a u d u le n t  f in a n c ia l r e p o r t in g  o ften  
r e s u lt  fr o m  an  o v e r s ta te m e n t  o f  re v e n u e s  ( fo r  e x a m p le , th ro u g h  p re m a tu re  
r e v e n u e  r e c o g n it io n  o r  r e c o rd in g  f ic t it io u s  r e v e n u e s ) o r  an  u n d e rs ta te m e n t o f  
re v e n u e s  ( fo r  e x a m p le , th ro u g h  im p ro p e r ly  s h if t in g  r e v e n u e s  to  a  la t e r  p e r io d ). 
T h e r e fo r e ,  th e  a u d ito r  sh ou ld  o rd in a r i ly  p resu m e  th a t  th e re  is  a  r is k  o f  m a te ­
r ia l  m is s ta te m e n t  d u e  to  fra u d  r e la t in g  to  re v e n u e  reco gn it ion .
A  C o n s id e ra tio n  o f  the  R is k  o f  M a n a g e m e n t O v e rr id e  o f  C o n tro ls
2.49 E v e n  i f  sp e c if ic  r is k s  o f  m a te r ia l  m is s ta te m e n t  du e  to  fra u d  a re  n o t 
id e n t i f ie d  b y  th e  a u d ito r , th e re  is  a  p o s s ib il it y  th a t  m a n a g e m e n t  o v e r r id e  o f  
con tro ls  cou ld  occur, an d  a c co rd in g ly , th e  a u d ito r  sh ou ld  a d d res s  th a t  r is k  
a p a r t  fro m  a n y  con c lu s ion s  r e g a r d in g  th e  e x is te n ce  o f  m o re  s p e c if ic a lly  id e n t i­
f ia b le  r isk s . S p e c ific a lly ,  th e  p ro ced u re s  d es cr ib ed  in  S A S  N o . 99 sh ou ld  be 
p e r fo rm e d  to  fu r th e r  a d d res s  th e  r is k  o f  m a n a g e m e n t  o v e r r id e  o f  con tro ls . 
T h e s e  p ro ced u re s  in c lu d e  (1 )  e x a m in in g  jo u rn a l e n tr ie s  a n d  o th e r  a d ju s tm en ts  
fo r  e v id e n c e  o f  p o s s ib le  m a te r ia l  m is s ta te m e n t  du e  to  fra u d , (2 )  r e v ie w in g  
a c cou n tin g  e s t im a te s  fo r  b ia s es  th a t  cou ld  r e s u lt  in  m a te r ia l  m is s ta te m e n t  due 
to  fra u d , an d  (3 )  e v a lu a t in g  th e  b u s in ess  r a t io n a le  fo r  s ig n if ic a n t  u n u su a l 
tra n sa c tio n s .
2.50  In  con ju n c tion  w ith  th e  e v a lu a t io n  o f  r is k  fa c to rs  th a t  cou ld  r e s u lt  in  
m a te r ia l  m is s ta te m e n ts  d u e  to  fra u d , a u d ito rs  sh ou ld  r e v ie w  an d  te s t  con tro ls  
r e g a r d in g  th e  a p p ro v a l p rocess  fo r  b o th  s ta n d a rd  an d  n o n s ta n d a rd  jo u rn a l 
e n tr ie s . A n  a u d ito r  sh ou ld  e v a lu a te  th e  ty p e s  o f  en tr ie s  th a t  can  b e  m a d e  b y  
m e m b ers  o f  m a n a g e m e n t  an d  th e  r e la t e d  a u th o r iz a t io n  le v e ls  th a t  a p p ly  to  
c o n s id e r  th e  r is k  o f  m a n a g e m e n t  o v e r r id e  o f  con tro ls . P ro c e d u re s  sh ou ld  a lso  
focu s  on  e v a lu a t in g  in a p p ro p r ia te  o r  u n a u th o r iz ed  e n tr ie s , as w e l l  as  c o n so li­
d a t in g  a d ju s tm en ts  o r  re c la s s if ic a t io n s  in  th e  f in a n c ia l s ta te m e n ts  th a t  a re  n o t 
r e f le c te d  in  th e  g e n e ra l le d g e r .  In a p p ro p r ia te  o r  u n a u th o r iz e d  jo u rn a l e n tr ie s  
an d  a d ju s tm en ts  o fte n  h a v e  u n iq u e  id e n t i fy in g  c h a ra c te r is t ic s . S u ch  ch a ra c ­
te r is t ic s  m a y  in c lu d e : e n tr ie s  m a d e  to  u n re la ted , u n u su a l o r  s e ld o m -u sed  
accou n ts  o r  b u s in ess  s egm en ts , e n tr ie s  re co rd e d  a t  th e  e n d  o f  th e  p e r io d  o r  as 
p os t c lo s in g  e n tr ie s ,  e n tr ie s  m a d e  b e fo re  o r d u r in g  th e  p re p a ra t io n  o f  th e  
f in a n c ia l s ta te m e n ts  th a t  do n o t h a v e  a ccou n t n u m b ers , a n d  e n tr ie s  th a t  
c o n ta in  ro u n d  n u m b ers  o r  a  con s is ten t e n d in g  n u m b er.
In  a d d it io n  to  te s t in g  con tro ls , a u d ito rs  sh ou ld  p e r fo rm  s u b s ta n tiv e  te s t in g  to  
fu r th e r  a d d res s  th e  r is k  o f  m a n a g e m e n t  o v e r r id e  o f  c e r ta in  con tro ls . A u d ito rs  
sh ou ld  e x a m in e  jo u rn a l e n tr ie s  an d  o th e r  a d ju s tm en ts  fo r  p oss ib le  m a te r ia l  
m is s ta te m e n t d u e  to  fra u d .
K e y E s tim a te s
2.51 K e y  e s t im a te s  m a d e  b y  m a n a g e m e n t  th a t  cou ld  b e  s u scep t ib le  to  
m a te r ia l  m is s ta te m e n t  du e  to  fra u d  in c lu d e  r e s e r v e  c a lcu la t io n s  fo r  u n p a id  
lo sses  a n d  lo ss  a d ju s tm e n t e xp en ses , in c lu d in g  r e s e r v e s  fo r  lo n g - ta ile d  c la im s  
such  as e n v iro n m e n ta l an d  a sb es to s  exp osu res , re in su ra n c e  re c o v e ra b le s  on  
u n p a id  lo sses , a d ju s ta b le  fe a tu r e s  on  re in su ra n c e  a g re e m e n ts ,  c a lc u la t io n  o f  
f a ir  m a rk e t  v a lu e s  fo r  p r iv a te ly -p la c e d  in v e s tm e n ts ,  d e fe r r e d  ta x e s  a n d  re la t e d  
r e s e rv e s , th e  c a lc u la t io n  o f  th e  d e fe r ra l p e rc e n ta g e  u sed  in  e s ta b lis h in g  th e  
D A C  a sse t, in v e s tm e n t  v a lu a t io n  r e s e rv e s , th e  a s s es sm en t o f  s e c u r it ie s  fo r  
im p a irm e n ts  th a t  a r e  o th e r  th a n  te m p o ra ry ,  an d  g u a ra n te e  fu n d  a s s es sm en t 
ca lcu la t io n s . S ee  a lso  2 .47a  fo r  a  d e s c r ip t io n  o f  accou n ts , c la sses  o f  tra n sa c t io n s
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and assertions th a t have an in h e re n t r is k  because they invo lve  a h ig h  degree 
o f m anagem ent jud gm en t and sub jec tiv ity .
A sse ss in g  the Identified  R isks A fter Tak in g  Into A ccount an  
Evalu atio n  of the Entity's P ro g ram s an d  Contro ls That A d d re ss  
the R isk s |||| 
2.52 A u d ito rs  should com ply w ith  the  requirem ents o f SAS No. 99 con­
cern ing  an e n tity ’s program s and controls th a t address id e n tifie d  risks  o f 
m a te ria l m issta tem ent due to  fraud . As p a rt o f the  understand ing  o f in te rn a l 
contro l su ffic ien t to  p lan  the  a ud it, the  p rope rty  and l ia b ility  insurance a u d ito r 
should evaluate w he ther e n tity  program s and controls th a t address id e n tifie d  
risks  o f m a te ria l m issta tem ent due to  frau d  have been su itab ly  designed and 
placed in  operation. These program s and controls m ay invo lve:
a . Specific contro ls designed to  m itig a te  specific risks  o f fraud , and m ay
include controls to address specific assets susceptible to  m isappro­
p ria tio n . Exam ples o f such controls include:
a. Use o f a lock box fo r the  rem ittance  o f p rem ium  receipts;
b. M anagem ent q u a lity  contro l rev iew  o f c la im  paym ents;
c. E stab lished au th o riza tio n  and approval levels fo r u nd e rw rite rs  
and cla im  adjusters.
b. B roader program s designed to  p revent, deter, and detect fraud .
Exam ples o f such controls include:
а. Program s to prom ote a cu ltu re  o f honesty and e th ica l behavior. 
M anagem ent should set the  tone a t the  top, by estab lish ing  a 
code o f conduct and p rom oting  a strong va lue system.
b. E va lu a tin g  and m on ito ring  appropria te  contro ls and m on ito ring  
a c tiv itie s . Because o f the  im portance o f in fo rm a tio n  technology 
in  supporting  operations and the  processing o f transactions, 
m anagem ent also needs to im p lem en t and m a in ta in  appropria te  
controls, w hether automated or m anual, over computer-generated 
in fo rm a tion .
2.53 The a u d ito r should consider w he ther such program s and controls 
m itig a te  the  id e n tifie d  risks  o f m a te ria l m issta tem ent due to  fra u d  or w he ther 
specific contro l deficiencies m ay exacerbate the  risks. A fte r the  a u d ito r has 
evaluated w he ther the  e n tity ’s program s and controls have been su itab ly  
designed and placed in  operation, the a u d ito r should assess these risks  ta k in g  
in to  account th a t eva lua tion . T h is  assessment should be considered when 
developing the  a u d ito r’s response to  the  id e n tifie d  risks  o f m a te ria l m issta te ­
m ent due to  fraud .
| | | |  O n Jun e  17, 2004, th e  SEC approved PC AO B  A u d itin g  S tand a rd  N o. 2, Are A u d it  o f  In te rn a l 
C on tro l O ver F in a n c ia l R ep o rtin g  P erfo rm ed in  C on junction  W ith  an  A u d it  o f  F in a n c ia l S tatem ents. 
T h is  s ta n d a rd  app lies to  a u d its  o f th e  fin a n c ia l s ta tem en ts  o f issuers, as de fined  b y  th e  Sarbanes- 
O xley A c t, and o th e r e n titie s  w hen  prescribed by  th e  ru le s  o f th e  SEC (co lle c tive ly  re fe rre d  to  as 
“ issuers” ). PC AO B  A u d itin g  S tand a rd  N o. 2 estab lishes re q u ire m e n ts  th a t ap p ly  w hen  an a u d ito r is 
engaged to  a u d it b o th  an  is s u e r’s fin a n c ia l s ta te m e n ts  and  m anagem en t’s assessm ent o f the  
effectiveness o f in te rn a l c o n tro l ove r fin a n c ia l re p o rtin g . A u d itin g  S tand a rd  No. 2 spe c ifica lly  
addresses and em phasizes th e  im po rtan ce  o f con tro ls  over possib le fra u d  and re q u ire s  th e  a u d ito r to  
te s t con tro ls  spe c ifica lly  in te nded  to  p re ve n t o r de tect fra u d  th a t is  reasonab ly l ik e ly  to  re s u lt in  
m a te ria l m iss ta te m e n t o f th e  fin a n c ia l s ta tem en ts. See th e  “ Preface”  section o f th is  G uide fo r m ore 
d e ta iled  in fo rm a tio n . R eg iste red p u b lic  accoun ting  firm s  m u s t com ply w ith  th e  standards  o f the  
P C AO B  in  connection  w ith  th e  p re p a ra tio n  o r issuance o f an y  a u d it re p o rt on th e  fin a n c ia l 
s ta tem en ts  o f an  issuer.
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R espond ing  to the Results of the A ssessm en t
2.54 SAS No. 99 provides requ irem ents and guidance about an a u d ito r’s 
response to  the  resu lts  o f the  assessment o f the  risks  o f m a te ria l m issta tem ent 
due to  fraud . The a u d ito r responds to  risks  o f m a te ria l m issta tem ent due to 
fra u d  in  the fo llo w in g  th ree  ways:
a. A  response th a t has an o vera ll effect on how the  a u d it is conducted—  
th a t is, a response in vo lv in g  more general considerations a pa rt from  
the  specific procedures o therw ise planned.
b. A  response to  id e n tifie d  risks  in vo lv in g  the na tu re , tim in g , and 
exten t o f the  a u d itin g  procedures to  be perform ed.
The p rope rty  and lia b il ity  insurance a u d ito r’s responses to address specifi­
ca lly  id e n tifie d  risks  o f m a te ria l m issta tem ent due to frau d  m ay include 
changing the  na tu re , tim in g , and exten t o f a u d itin g  procedures in  the 
fo llow ing  ways:
•  The na tu re  o f a u d itin g  procedures perform ed m ay need to be 
changed to  ob ta in  evidence th a t is more re liab le  o r to obta in  
a dd itio na l corroborative in fo rm a tion . F or example, more eviden­
t ia l m a tte r m ay be needed from  independent sources outside the 
e n tity , such as confirm ations regard ing  reinsurance transac­
tions or co lla te ra l account balances.
•  The tim in g  o f substantive  tests m ay need to  be m odified. The 
a u d ito r m ig h t conclude th a t substantive  te s ting  should be per­
form ed a t o r near the end o f the  rep o rting  period to  best address 
an id e n tifie d  r is k  o f m a te ria l m issta tem ent due to  fraud . Such 
accounts th a t could be tested a t year-end m ay inc lude  reserves 
and m arket-va lue  te s ting  fo r investm ents.
•  The exten t o f the procedures applied should re flec t the  assess­
m ent o f the risks  o f m a te ria l m issta tem ent due to fraud . F or 
exam ple, increasing  sample sizes or pe rfo rm ing  a n a ly tica l pro­
cedures a t a m ore deta iled  leve l (i.e., by product line ) m ay be 
appropria te  fo r prem ium s o r reserves. Also, com puter-assisted 
a u d it techniques m ay enable m ore extensive te s ting  o f e lectronic 
transactions and account files . Such techniques can be used to  
select sample transactions from  key e lectron ic files, to  sort 
transactions w ith  specific characteristics, or to tes t an en tire  
popu la tion  instead o f a sample.
•  The a u d ito r m ay w ish  to  consider the  contro ls in  place to  prevent 
unauthorized  access and changes to  po licyho lder in fo rm a tio n  or 
the  a u d ito r m ay fin d  i t  necessary to  con firm  ce rta in  policy 
in fo rm a tio n  d ire c tly  w ith  the policyho lder. The a u d ito r should 
also consider the  contro ls in  place re la ted  to  proper au thoriza ­
tio n , due d iligence and u n d e rw ritin g  o f new investm ents as w e ll 
as accounting controls over investm en t va lua tion .
c. A  response in vo lv in g  the  perform ance o f ce rta in  procedures to  fu r ­
th e r address the r is k  o f m a te ria l m issta tem ent due to  frau d  invo lv in g  
m anagem ent override  o f controls, g iven the unpred ictab le  ways in  
w h ich  such override  could occur (see SAS No. 99 and paragraph 2.53, 
above).
Eva lu atin g  A u d it Ev id ence
2.55 SAS No. 99 provides requ irem ents and guidance fo r e va lua ting  a u d it 
evidence. The a u d ito r should evaluate w he ther a na ly tica l procedures th a t 
were perform ed as substantive  tests o r in  the  overa ll rev iew  stage o f the  a u d it
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ind ica te  a p reviously unrecognized r is k  o f m a te ria l m issta tem ent due to  fraud . 
The a u d ito r also should consider w he ther responses to  in q u irie s  th roughou t 
the  a u d it about a na ly tica l re la tionsh ips  have been vague or im p laus ib le , or 
have produced evidence th a t is  inconsisten t w ith  o ther e v id en tia l m a tte r 
accum ulated d u rin g  the aud it.
2.56 A t or near the  com pletion o f fie ld w o rk , the  a u d ito r should evaluate 
w he ther the  accum ulated resu lts  o f a ud itin g  procedures and o the r observa­
tions affect the  assessment o f the  risks  o f m a te ria l m issta tem ent due to frau d  
made e a rlie r in  the  a ud it. As p a rt o f th is  eva lua tion , the  a u d ito r w ith  fin a l 
resp on s ib ility  fo r the  a u d it should ascerta in  th a t there  has been appropria te  
com m unication w ith  the o ther a u d it team  members th roughou t the  a u d it 
regard ing  in fo rm a tio n  o r conditions ind ica tive  o f risks  o f m a te ria l m issta te ­
m ent due to  fraud.
Respond ing  to M isstatem ents That M a y  Be the Result of Fraud
2.57 W hen a u d it tes t resu lts  id e n tify  m issta tem ents in  the  fin an c ia l 
statem ents, the  a u d ito r should consider w he ther such m isstatem ents m ay be 
ind ica tive  o f fraud . SAS No. 99 conta ins requ irem ents and guidance about an 
a u d ito r’s response to  m issta tem ents th a t m ay be the re s u lt o f fraud . I f  the  
a u d ito r believes th a t m issta tem ents are o r m ay be the re su lt o f fraud , b u t the 
effect o f the  m isstatem ents is no t m a te ria l to  the  fin a n c ia l sta tem ents, the 
a u d ito r nevertheless should evaluate the  im p lica tions , especially those dealing 
w ith  the o rgan iza tiona l position  o f the  person(s) involved.
2.58 I f  the  a u d ito r believes th a t the  m issta tem ent is o r m ay be the  re su lt 
o f fraud , and e ith e r has determ ined th a t the effect could be m a te ria l to  the  
fin a n c ia l sta tem ents or has been unable to evaluate w he ther the  effect is 
m a te ria l, the  a u d ito r should:
a. A tte m p t to  ob ta in  a dd itio na l e v id en tia l m a tte r to determ ine w hether 
m a te ria l frau d  has occurred o r is lik e ly  to  have occurred and, i f  so, 
its  e ffect on the  fin a n c ia l sta tem ents and the  a u d ito r’s re p o rt 
thereon .8
b. Consider the  im p lica tio ns  fo r o ther aspects o f the aud it.
c. Discuss the  m a tte r and the  approach fo r fu rth e r in ve s tiga tion  w ith  
an appropria te  leve l o f m anagem ent th a t is a t least one leve l above 
those invo lved, and w ith  senior m anagem ent and the  a u d it com m it­
tee. 9
d . I f  appropria te , suggest th a t the  c lien t consult w ith  lega l counsel.
The a u d ito r’s consideration o f the  risks  o f m a te ria l m issta tem ent and the  
resu lts  o f a u d it tests m ay ind ica te  such a s ign ifican t r is k  o f m a te ria l m issta te ­
m ent due to  frau d  th a t the  a u d ito r should consider w ith d ra w in g  from  the 
engagement and com m unicating the reasons fo r w ithd raw a l to the aud it com m it­
tee or others w ith  equivalent a u tho rity  and responsibility. The aud ito r m ay w ish 
to consult w ith  legal counsel when considering w ithd raw a l from  an engagement.
Com m unicating  A b o ut P o ssib le  Frau d  to M an ag em en t, the A u d it  
Com m ittee, a n d O th ers
2.59 Whenever the a ud ito r has determ ined th a t there is evidence th a t fraud  
m ay exist, th a t m atte r should be brought to the a tte n tio n  o f an app ropria te  leve l
8 See SAS No. 58 for guidance on auditors’ reports issued in connection with audits of financial 
statements.
9 I f  the auditor believes senior management may be involved, discussion of the matter directly 
with the audit committee may be appropriate.
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o f m anagem ent. See SAS No. 99 fo r fu rth e r  requ irem ents and guidance about 
com m unications w ith  m anagem ent, the  a u d it com m ittee, and others.
D ocum entation an d  G u id a n ce
2.60 SAS No. 99 requires ce rta in  item s and events to  be documented by 
the aud ito r. A u d ito rs  should com ply w ith  those requ irem ents. SAS No. 99 
amends SAS No. 1, section 230, D u e  P ro fe s s io n a l C a re  in  th e  P e rfo rm a n c e  o f  
W o rk  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 230) and SAS No. 85, 
M a n a g e m e n t R e p re s e n ta tio n s  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 
333). A d d itio n a lly , the  A IC P A  Practice A id , F r a u d  D e te c tio n  in  a  G A A S  
A u d it — R e v is e d  E d i t io n ,  provides a w ea lth  o f add itio na l in fo rm a tio n  and help 
on com plying w ith  the  provisions o f SAS No. 99. M oreover, th is  P ractice A id  
w ill assist aud ito rs  in  unders tand ing  the  requ irem ents o f SAS No. 99 and 
w he ther cu rre n t a u d it practices e ffective ly  incorpora te  these requirem ents. 
T h is P ractice A id  is an O the r A u d itin g  P ub lica tion  as defined in  SAS No. 95, 
G e n e ra lly  A cce p te d  A u d i t in g  S ta n d a rd s  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol.
1, A U  sec. 150). O the r A u d itin g  P ublica tions have no a u th o rita tive  status; 
however, they m ay help  the a u d ito r understand and app ly  SASs.
Auditing Fair V alue M easurem ents and Disclosures
2.61 F a ir  va lue m easurem ents o f assets, lia b ilitie s , and components o f 
e qu ity  m ay arise from  both  the  in it ia l record ing o f transactions and la te r 
changes in  value. SAS No. 101, A u d it in g  F a i r  V a lu e  M e a s u re m e n ts  a n d  D is c lo ­
su re s  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 328), establishes stand­
a rds and p rov ides gu idance on a u d it in g  fa ir  va lue  m easurem ents and 
disclosures conta ined in  fin a n c ia l statem ents. In  p a rticu la r, discussed are:
•  U nderstand ing  the e n tity ’s process fo r d e te rm in ing  fa ir  va lue meas­
urem ents and disclosures and the  re levan t controls, and assessing r is k
•  E va lu a tin g  con fo rm ity  o f fa ir  va lue m easurem ents and disclosures 
w ith  GAAP
•  E ngaging a specia list
•  T esting  the  e n tity ’s fa ir  va lue m easurem ents and disclosures
•  D isclosures about fa ir  values
•  E va lu a tin g  the resu lts  o f a u d it procedures
•  M anagem ent representations
•  C om m unica tion  w ith  a u d it com m ittees
2.62 Evidence obta ined outside the  scope o f SAS No. 101 also m ay provide 
re levan t in fo rm a tio n  in  regards to  the  m easurem ent and disclosure o f fa ir  
values. F or exam ple, inspection procedures to v e rify  existence o f an asset 
m easured a t fa ir  va lue m ay provide re levan t evidence about its  va lua tion . 
A d d itio n a lly , GAAP requires or pe rm its  a va rie ty  o f fa ir  va lue m easurem ents 
and disclosures and varies in  the leve l o f m easurem ent guidance i t  provides.
2.63 SAS No. 101 provides overa ll guidance on a u d itin g  fa ir  va lue meas­
urem ents and disclosures. I t  does not, however, p rovide guidance on a ud itin g  
specific  assets, lia b ilit ie s , com ponents o f e q u ity , tran sac tio n s , o r in d u s try - 
specific practices. T h a t guidance w ill be developed in  the  fu tu re  and is a va il­
able in  o the r s tandards, such as in  SAS No. 92,## A u d it in g  D e r iv a t iv e  
In s tru m e n ts ,  H e d g in g  A c t iv it ie s ,  a n d  In v e s tm e n ts  in  S e c u r it ie s , (A IC P A , P ro ­
fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 332). A d d itio n a lly , n on au th o rita tive  p u b li­
cations, such as the recen tly  released a u d ito r’s to o lk it e n title d  A u d it in g  F a i r  
V a lu e  M e a s u re m e n ts  a n d  D is c lo s u re s : A llo c a t io n s  o f  th e  P u rc h a s e  P r ic e  U n d e r
## See the “Preface” section of this Guide for descriptions of new rules and regulations.
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F A S B  S ta te m e n t o f  F in a n c ia l A c c o u n tin g  S ta n d a rd s  N o . 141, B u s in e s s  C o m b i­
n a tio n s , a n d  T ests o f  Im p a irm e n t  U n d e r  F A S B  S ta te m e n ts  N o . 14 2 , G oodw ill 
and O the r In ta ng ib le  Assets, a n d  N o . 14 4 , Accounting  fo r the  Im p a irm e n t or 
D isposal o f Long-Lived Assets, provide usefu l in fo rm a tion .
Letters for State Insurance Regulators to Com ply W ith 
the N AIC M odel Audit Rule
2.64 The N A IC ’s A n n u a l S ta te m e n t In s t r u c t io n s  R e q u ir in g  A n n u a l  
A u d ite d  F in a n c ia l R e p o rt, w h ich  incorporates the J a n u a ry  19 91  M o d e l R u le  
(R e g u la t io n )  R e q u ir in g  A n n u a l A u d ite d  F in a n c ia l R e p o rts  (reissued in  October 
1998) (here in  a fte r called the  M odel A u d it Rule), requ ires aud ito rs  to  comm u­
n icate in  a ce rta in  fo rm  and content w ith  state insurance regu la tors. Though 
some states have law s or regu la tions th a t d iffe r from  the M odel A u d it Rule, 
th is  Guide addresses on ly the  requ irem ents o f the  M odel A u d it Rule. To the 
exten t th a t the  M odel A u d it Rule is changed in  the fu tu re , the  illu s tra tio n s  in  
th is  Guide m ay need to be changed to  re flec t the revisions.***
2.65 A w a re n e s s . Section 6 o f the  M odel A u d it Rule requ ires th a t the 
in su re r n o tify  the  insurance com m issioner o f the sta te  o f dom icile  o f the name 
and address o f the  in su re r’s independent ce rtifie d  pub lic  accountant (CPA), 
he re in a fte r re fe rred  to as a u d ito r .  In  c o n n e c tio n  w ith  th a t no tifica tion , the 
in su re r is requ ired  to  ob ta in  an awareness le tte r  from  its  a u d ito r s ta tin g  th a t 
the  a u d ito r—
a. Is  aware o f the  provisions o f the  insurance code and the ru les and 
regu la tions o f the  insurance departm ent o f the state o f dom icile  th a t 
re la te  to  accounting and fin a n c ia l m atte rs.
b. W ill issue a re p o rt on the  fin a n c ia l sta tem ents in  the  te rm s o f th e ir  
con fo rm ity  to  the  SAP prescribed or o therw ise p e rm itted  by the 
insurance departm ent o f the  state o f dom icile , specifying exceptions 
as appropria te . See E x h ib it 2-1, “ Illu s tra tio n  o f the  A ccoun tant’s 
Awareness L e tte r.”
In  add itio n  ce rta in  states requ ire  a dd itio na l assertions. F or m ost states, the 
awareness le tte r  is on ly  requ ired  to  be file d  once, in  the  f ir s t  year engaged to 
perfo rm  the  a u d it (w ith in  60 days o f becoming subject to  the rules). The f ilin g  
deadline fo r m ost states is December 31 o f the  year being audited. A  few states 
requ ire  a le tte r  to  be file d  annua lly . Some states have more specific requ ire ­
m ents regard ing  contracts, licensure, and ru les o f dom icile. P rac titione rs  
should check in d iv id u a l sta te  regu la tions fo r the  complete requ irem ents o f th a t 
state.
2.66 C h a n g e  in  A u d ito r .  Section 6 o f the M odel A u d it Rule requ ires th a t 
insu re rs  n o tify  the  insurance departm ent o f the sta te  o f dom icile  w ith in  five  
business days o f the  d ism issa l or res igna tion  o f the  a u d ito r fo r the  im m ed ia te ly  
preceding file d  aud ited  s ta tu to ry  fin a n c ia l statem ents. W ith in  ten  business 
days o f th a t no tifica tion , the  in su re r also is requ ired  to  provide a separate 
le tte r s ta tin g  w he ther, in  the  tw e n ty -fo u r m onths preceding the  event, there  
were any disagreem ents, subsequently resolved o r not, w ith  the  fo rm er au d ito r
*The NAIC is currently discussing proposed revisions to the Model Regulation requiring 
annual audited financial reports. This includes incorporation of Sarbanes-Oxley concepts including, 
but not limited to, auditor rotation, audit and non-audit services, the accountants report on internal 
controls and audit committee requirements. Additionally, the Blanks Task Force is working on a 
proposal to change the Annual Statement Instructions for disclosure of the Code of Ethics and the 
Audit Committee financial expert.
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on any m a tte r o f accounting princ ip les or practices, fin a n c ia l sta tem ent disclo­
sure, or a u d itin g  scope or procedure, w h ich  disagreem ents, i f  no t resolved to 
the sa tis faction  o f the fo rm er aud ito r, w ou ld  have caused the  a u d ito r to  m ake 
reference to  the  subject m a tte r o f the  d isagreem ent in  connection w ith  the 
a u d ito r’s opin ion. The M odel A u d it Rule requires th a t the in su re r provide the 
insurance departm ent o f the  state o f dom icile  a le tte r  from  the fo rm er a u d ito r 
to  the  in su re r in d ica tin g  w he ther the a u d ito r agrees w ith  the  statem ents in  the 
in su re r’s le tte r  and, i f  not, s ta tin g  the reasons fo r the  disagreem ent. See 
E x h ib it 2-2, “ Illu s tra tio n  o f the Change in  A u d ito r L e tte r.”
2.67 Q u a lif ic a t io n s .  Section 12 o f the M odel A u d it Rule requires the 
a u d ito r to  provide a le tte r to  the in su re r to  be included in  the annua l fin an c ia l 
rep o rt s ta ting —
a. The a u d ito r is  independent w ith  respect to  the in su re r and conforms 
w ith  the  standards o f h is  o r he r profession as contained in  the  Code 
o f Professional Conduct and pronouncem ents o f the A IC P A  and the 
Rules o f P rofessional Conduct o f the appropria te  state board o f pub lic  
accountancy.
b. The background and experience in  general o f the in d iv id u a ls  used 
fo r an engagem ent and w he ther each is a ce rtifie d  pub lic  accountant.
c. The a u d ito r understands th a t the annua l a ud ited  s ta tu to ry  fin an c ia l 
sta tem ents and h is  o r her op in ion  thereon w ill be file d  in  compliance 
w ith  the  requ irem ents o f the  M odel A u d it Rule and th a t the dom i­
c ilia ry  com m issioner w ill be re ly in g  on the  in fo rm a tio n  in  the  m on i­
to rin g  and reg u la ting  o f the  fin a n c ia l pos ition  o f insurers.
d. The a u d ito r consents to  the  w o rk ing  paper requ irem en t contained in  
the  M odel A u d it Rule and agrees to  m ake the  w o rk ing  papers and 
o the r a u d it docum entation ava ilab le  fo r rev iew  by the  d om ic ilia ry  
com m issioner o r the  com m issioner’s designee under the  a u d ito r’s 
co n tro l.10
e. The engagement p a rtn e r is licensed by an appropria te  sta te  licensing  
a u th o rity  and is a m em ber in  good stand ing  o f the  A IC P A .
f .  The a u d ito r meets the  qua lifica tions and is in  compliance w ith  the 
“Q ua lifica tions  o f Independent C ertified  P ub lic  A ccountant” section 
o f the M odel A u d it Rule.
See E x h ib it 2-3 fo r an “ I llu s tra tiv e  A ccoun tant’s L e tte r o f Q u a lifica tio n .”
2.68 N o t i f ic a t io n  o f  A d v e rs e  F in a n c ia l C o n d it io n .  Section 10 o f the 
M odel A u d it Rule requ ires th a t the a u d ito r n o tify  the in su re r’s board o f 
d irectors o r a u d it com m ittee in  w r it in g  w ith in  five  business days o f de te rm ina ­
tio n  o f one o f the fo llow ing :
a. The in su re r has m a te ria lly  m issta ted  its  fin a n c ia l cond ition  as re ­
ported to  the d om ic ilia ry  com m issioner as o f the balance-sheet date 
c u rre n tly  under exam ination.
b. The in su re r does no t m eet the  m in im u m  cap ita l and su rp lus requ ire ­
m ents o f the state insurance s ta tu te  as o f the  balance-sheet date.
The M odel A u d it Rule also requires the  in su re r to  p rovide both  o f the  fo llow ing :
a. To the insurance com m issioner o f the sta te  o f dom icile, a copy o f the 
n o tifica tio n  o f adverse fin an c ia l cond ition  w ith in  five  days o f its  
receipt.
10 R efe r to  A u d it  D ocum en ta tion : A u d it in g  In te rp re ta tio n s  o f  Section 339  (A IC P A , P rofessional 
S ta n d a rd s , vo l. 1, A U  sec. 9339).
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b. To the  aud ito r, evidence th a t the  n o tifica tio n  has been provided to 
the insurance comm issioner.
I f  the a u d ito r receives no such evidence, the M odel A u d it Rule requ ires the 
a u d ito r to  send the  n o tifica tio n  to  the  insurance com m issioner d ire c tly  w ith in  
the  next five  business days. (C e rta in  states requ ire  d irec t n o tifica tio n  to  the 
insurance com m issioner from  the  a u d ito r as a m a tte r o f course). See E x h ib it 
2-4, “ Illu s tra tio n  o f N o tifica tio n  o f F ina nc ia l C ond ition  L e tte r W hen the A u d it 
Is  Com plete,” w h ich  ind icates adverse fin a n c ia l conditions.
2.69 R e p o rt o n  In te r n a l C o n t r o l s .† Section 11 o f the  M odel A u d it Rule 
requ ires th a t insu re rs  provide the  insurance com m issioner o f the state o f 
dom icile  a w ritte n  rep o rt describ ing s ig n ifica n t deficiencies in  the  in su re r’s 
in te rn a l contro l noted d u rin g  the  aud it. A u d ito rs  should fo llow  the  guidance in  
SAS No. 60. A d d itio n a lly , the  M odel A u d it Rule requires insu re rs  to  provide a 
descrip tion  o f rem ed ia l actions taken  o r proposed to correct s ign ifican t de fi­
ciencies, i f  n o t covered in  the  a u d ito r’s report. The reports  on in te rn a l controls 
should be file d  by the  in su re r w ith in  s ix ty  days a fte r f il in g  the  annua l aud ited  
fin a n c ia l statem ents. A lthough  the M odel A u d it Rule does no t requ ire  a rep o rt 
to be issued i f  the a u d ito r does no t id e n tify  s ig n ifica n t deficiencies, some states 
m ay requ ire  the  a u d ito r to  issue a “no m a te ria l weaknesses le tte r,” as de­
scribed in  SAS No. 60 in  such circum stances.
SEC Requirem ents for M anagem ent's Report on 
Internal Control O ver Financial Reporting
2.70 As d irected by Section 404 o f the  Sarbanes-Oxley A c t o f 2002, the 
SEC adopted f in a l ru les re q u irin g  companies subject to  the rep o rting  req u ire ­
m ents o f the  Securities Exchange A c t o f 1934, o the r th a n  reg istered investm ent 
companies, to  include in  th e ir  annua l reports a rep o rt o f m anagem ent on the 
company’s in te rn a l contro l over fin a n c ia l repo rting . See the  SEC web site a t 
www.sec.gov/ru les/fina l/33-8238.htm  fo r the  fu ll te x t o f the regu la tion . The 
SEC ru les c la r ify  th a t m anagem ent’s assessment and re p o rt is  lim ite d  to  
in te r n a l c o n tro l o v e r f in a n c ia l  re p o r t in g .  M anagem ent is no t requ ired  to  con­
sider o ther aspects o f contro l, such as controls p e rta in in g  to opera ting  e ffi­
ciency. The SEC’s d e fin itio n  o f in te rn a l contro l encompasses the  C om m ittee o f 
Sponsoring O rganiza tions o f the  T readw ay Com m ission (COSO) d e fin itio n  b u t 
the SEC does no t m andate th a t the  e n tity  use COSO as its  c r ite r ia  fo r  ju d g in g  
effectiveness.
A . A n n u a l R e p o r t in g  R e q u ire m e n ts . U nd er the  SEC ru les, the  com­
pany’s annua l 10-K m ust include:
1. M a n a g e m e n t’s A n n u a l R e p o rt o n  In te r n a l C o n tro l O v e r F in a n ­
c ia l R e p o r tin g . T h is  rep o rt on the company’s in te rn a l contro l 
over fin a n c ia l rep o rting  should conta in:
†††  O n Jun e  17, 2004, th e  SEC approved P C AO B  A u d itin g  S tand a rd  No. 2, A n  A u d it  o f  In te rn a l 
C on tro l O ver F in a n c ia l R ep o rtin g  P erfo rm ed in  C on junction  W ith  an  A u d it  o f  F in a n c ia l S tatem ents. 
T h is  s ta n d a rd  app lies to  a u d its  o f th e  f in a n c ia l s ta tem en ts  o f issuers, as de fined by  th e  Sarbanes-O x­
le y  A c t, and o th e r e n titie s  w hen  prescribed b y  th e  ru le s  o f th e  SEC (co lle c tive ly  re fe rre d  to  as 
“ issuers” ). PC AO B  A u d itin g  S tand a rd  N o. 2 estab lishes re q u ire m e n ts  th a t a p p ly  w hen an a u d ito r is  
engaged to  a u d it bo th  an  is s u e r’s fin a n c ia l s ta tem en ts  and m anagem ent’s assessm ent o f the  e ffec tive ­
ness o f in te rn a l co n tro l ove r fin a n c ia l re p o rtin g . D ue to  th e  issuance o f P C AO B A u d itin g  S tand ard  
N o. 2, a re la te d  proposed s ta n d a rd  (PC AO B Release No. 2004-002) w o u ld  am end and supersede 
c e rta in  sections o f th e  P C AO B in te r im  standards, in c lu d in g  SAS No. 60. See th e  “Preface” section o f 
th is  G uide fo r  m ore de ta ile d  in fo rm a tio n . The N A IC  is  c u rre n tly  e va lu a tin g  p o te n tia l changes to  its  
re q u ire m e n ts  fo r a ll in su rance  com panies, due to  th e  passage o f th e  S arbanes-O xley A c t and re la te d  
ru le s  and re gu la tio ns . Readers shou ld  be a le r t fo r  an y  f in a l pronouncem ents.
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a. A  s ta tem ent o f m anagem ent’s respons ib ilities  fo r estab­
lis h in g  and m a in ta in in g  adequate in te rn a l contro l over 
fin a n c ia l reporting .
b. A  s ta tem ent id e n tify in g  the  fram ew ork used by manage­
m ent to  evaluate the effectiveness o f the  company’s in te r­
na l contro l over fin a n c ia l reporting .
c. M anagem ent’s assessment o f the  effectiveness o f the  com­
pany’s in te rn a l contro l over fin a n c ia l rep o rting  as o f the 
end o f the  m ost recent fisca l year, in c lu d ing  a sta tem ent 
as to w he ther o r n o t in te rn a l contro l over fin a n c ia l re p o rt­
ing  is effective. T h is  discussion m ust include disclosure o f 
any m a te ria l weakness in  the  company’s in te rn a l contro l 
over fin a n c ia l rep o rting  id e n tifie d  by m anagem ent. M an­
agem ent is  no t p e rm itted  to  conclude th a t the  re g is tra n t’s 
in te rn a l contro l over fin an c ia l re p o rtin g  is effective i f  there 
are one o r more m a te ria l weaknesses in  the company’s 
in te rn a l contro l over fin an c ia l reporting .
d. A  sta tem ent th a t the reg istered pub lic  accounting f irm  
th a t aud ited  the fin a n c ia l sta tem ents included in  the  an­
nua l rep o rt has issued an a tte s ta tio n  rep o rt on manage­
m ent’s assessment o f the  re g is tra n t’s in te rn a l contro l over 
fin an c ia l reporting .
2. A tte s ta t io n  R e p o r t o f  th e  R e g is te re d  P u b lic  A c c o u n t in g  F ir m .  
T h is  is  the  reg istered  p ub lic  accounting f irm ’s a tte s ta tio n  repo rt 
on m anagem ent’s assessment o f the  company’s in te rn a l contro l 
over fin an c ia l reporting .
3. C h a n g e s  in  In te r n a l C o n tro l O v e r F in a n c ia l R e p o r tin g . This 
rep o rt m ust disclose any change in  the company’s in te rn a l con­
tro l over fin a n c ia l re p o rtin g  th a t has m a te ria lly  affected or is 
reasonably lik e ly  to m a te ria lly  a ffect the  company’s in te rn a l 
contro l over fin a n c ia l reporting .
B . Q u a r te r ly  R e p o r t in g  R e q u ire m e n ts .
1. The SEC ru les also requ ire  m anagem ent to  evaluate any change 
in  the e n tity ’s in te rn a l contro l th a t occurred d u rin g  a fisca l 
q u a rte r and th a t has m a te ria lly  affected, o r is  reasonably lik e ly  
to  m a te ria lly  a ffect, the  e n tity ’s in te rn a l contro l over fin an c ia l 
reporting . A d d itio n a lly , m anagem ent is requ ired  to  evaluate  the 
effectiveness o f the  e n tity ’s “disclosure contro ls and procedures” 
and issue a rep o rt as to  th e ir  effectiveness on a q u a rte rly  basis. 
W ith  these ru les, the  SEC in troduced  a new te rm , “ disclosure 
controls and procedures,” w h ich  is d iffe re n t from  “in te rn a l con­
tro ls  over fin a n c ia l rep o rting ” and m uch broader.
2. As defined, “disclosure contro ls and procedures” encompass the 
contro ls over a ll m a te ria l fin an c ia l a n d  n o n f in a n c ia l in fo rm a ­
t io n  in  Exchange A c t reports. In fo rm a tio n  th a t w ou ld  fa ll under 
th is  d e fin itio n  th a t w ou ld  n o t be p a rt o f an e n tity ’s in te rn a l 
contro l over fin a n c ia l rep o rting  m ig h t include the  s ign ing  o f a 
s ig n ifica n t contract, changes in  a stra teg ic re la tionsh ip , m an­
agement com pensation, or lega l proceedings.
See paragraphs 1.53 to  1.55 and the  “Preface”  section o f th is  Guide fo r add i­
tio n a l in fo rm a tion .
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Auditor's Consideration of State Regulatory Exam inations
2.71 The a u d ito r should consider eva lua ting  “ in fo rm a tio n  conta ined in  
re g u la to ry  o r e xa m in a tio n  rep o rts , su pe rv iso ry  correspondence, and s im ila r  
m a te ria ls  from  applicable reg u la to ry  agencies.” (SAS No. 57, A u d it in g  A c ­
c o u n t in g  E s tim a te s  [A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 342]) “The 
a u d ito r m ay encounter specific in fo rm a tio n  th a t m ay raise a question concern­
ing  possible ille g a l acts, such as . . . v io la tions  o f law s or regu la tions cited in  
reports  o f exam inations by regu la to ry  agencies th a t have been ava ilab le  to  the 
a ud ito r.” (SAS No. 54, I l le g a l  A c ts  by  C lie n ts  [A IC P A , P ro fe s s io n a l S ta n d a rd s ,  
vol. 1, A U  sec. 317]) According ly, i t  is  appropria te  th a t the a u d ito r rev iew  
exam ina tion  reports  and re la ted  com m unications between regu la tors and the  
insurance enterprises to ob ta in  com petent e v iden tia l m a tte r. R egulators are 
assessing changes to  the  cu rre n t e xam ina tion  process w ith  consideration being 
given to  a risk-focused approach. The objective is to  provide a m ore e ffic ien t 
process to  m on ito r and assess an in su re r’s solvency. The process w ou ld  include 
a risk-focused fin a n c ia l ana lysis along w ith  a rev iew  o f in te rn a l and externa l 
changes affecting the insurer. A  proposed o u tpu t o f the process is a ra tin g  system 
th a t would assist regulators in  developing the Supervisory P lan fo r the insurer.
2.72 The a ud ito r should rev iew  reports o f exam inations and com m unica­
tions between regu la tors  and the insurance enterprise  and m ake in q u irie s  o f 
the  regu la tors. The a u d ito r should—
•  Request th a t m anagem ent provide access to  a ll reports  o f exam ina­
tions  and re la ted  correspondence inc lu d ing  correspondence re la tin g  to 
fin an c ia l conditions.
•  Read reports  o f exam inations and re la ted  correspondence between 
regu la tors and the  insurance enterprise  d u rin g  the period under a u d it 
th rough  the  date o f the a u d ito r’s report.
•  In q u ire  o f m anagem ent and com m unicate w ith  the  regu la tors, w ith  
the  p rio r approval o f the  insurance enterprise , when the  regu la to rs ’ 
exam ina tion  o f the ente rp rise  is in  process o r a rep o rt on an exam ina­
tio n  has no t been received by the insurance ente rp rise  regard ing  
conclusions reached d u rin g  the  exam ination.
2.73 A  re fusa l by m anagem ent to  a llow  the a u d ito r to  rev iew  com m unica­
tions from , or to  com m unicate w ith , the reg u la to r w ou ld  o rd in a rily  be a 
lim ita tio n  on the scope o f the  a u d it su ffic ien t to  preclude an u nq ua lifie d  
opin ion. (SAS No. 58, R e p o rts  o n  A u d ite d  F in a n c ia l S ta te m e n ts  [A IC P A , P ro ­
fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 508]) A  re fusa l by the reg u la to r to  comm u­
n icate  w ith  the  a u d ito r m ay be a lim ita tio n  on the  scope o f the  a u d it su ffic ien t 
to  preclude an unq ua lifie d  opin ion, depending on the a u d ito r’s assessment o f 
o the r re levan t facts and circum stances.
Auditor's Consideration of Permitted Statutory 
Accounting Practices
2.74 Prescribed s ta tu to ry  accounting practices are those practices inco r­
porated d ire c tly  or by reference in  sta te  laws, regu la tions, and general adm in ­
is tra tiv e  ru les applicable to  a ll insurance enterprises dom iciled in  a p a rtic u la r 
state. States m ay adopt the revised M anua l in  whole, o r in  pa rt, as an e lem ent 
o f prescribed s ta tu to ry  accounting practices in  those states. I f ,  however, the 
requ irem ents o f state laws, regu la tions, and a d m in is tra tive  ru les d iffe r from  
the  guidance provided in  th e  rev ised  M a n u a l o r subsequent rev is ions , those 
state law s, regulations, and adm in istra tive  rules w ill take precedence. A u d ito rs  
o f insurance enterprises should review  state laws, regulations, and adm in is tra tive
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ru les to determ ine the specific prescribed s ta tu to ry  accounting practices a p p li­
cable in  each state.
2.75 P e rm itte d  s ta tu to ry  accounting practices inc lude  practices no t p re ­
scribed by the d o m ic ilia ry  sta te , as described in  parag raph  2.74 above, b u t 
a llow ed by the d o m ic ilia ry  sta te  reg u la to ry  a u th o rity . A n  insurance en te r­
p rise  m ay request perm ission from  the d om ic ilia ry  state regu la to ry  a u th o rity  
to  use a specific accounting practice in  the p repa ra tion  o f the  en te rp rise ’s 
s ta tu to ry  fin a n c ia l sta tem ents (a) i f  i t  w ishes to  depart from  the  prescribed 
s ta tu to ry  accounting practice, or (b ) i f  p rescribed s ta tu to ry  accounting prac­
tices do no t address the accounting fo r the transaction . According ly, p e rm itted  
accounting practices d iffe r from  sta te  to state, m ay d iffe r from  company to 
company w ith in  a state, and m ay change in  the fu tu re .
2.76 A ud ito rs  should exercise care in  concluding th a t an accounting tre a t­
m ent is p e rm it te d ,  and should consider the adequacy o f disclosures in  the 
fin an c ia l sta tem ents regard ing  such m a tte rs .11 F or each exam ination , aud ito rs 
should ob ta in  su ffic ien t com petent e v id en tia l m a tte r to  corroborate manage­
m en t’s assertion th a t pe rm itted  s ta tu to ry  accounting practices th a t are m ate­
r ia l to an insurance en te rp rise ’s fin a n c ia l sta tem ents are p e rm itted  by the 
d o m ic ilia ry  state regu la to ry  a u th o rity .
2.77 S u ffic ien t com petent e v iden tia l m a tte r consists o f any one or combi­
na tion  o f—
•  W ritte n  acknow ledgm ent sent d ire c tly  from  the  reg u la to r to the aud i­
to r. (Th is type o f corrobora tion  includes le tte rs  s im ila r to a tto rneys’ 
le tte rs  and responses to confirm ations.)
•  W ritte n  acknow ledgm ent prepared by the  regu la to r, b u t no t sent 
d ire c tly  to  the  aud ito r, such as a le tte r to  the  c lien t.
•  D ire c t o ra l com m unications between the reg u la to r and the  aud ito r, 
supported by w ritte n  m em orandum . ( I f  the aud ito r, ra th e r th a n  the  
regu la to r, prepares the m em orandum , the  a u d ito r should send such 
m em orandum  to the  reg u la to r to  m ake sure i t  accurate ly re flects the  
com m unication.)
A u d ito rs  should use jud gm e n t to  determ ine the type o f corrobora tion  th a t is 
necessary in  the circum stances.
2.78 I f  the aud ito r is unable to obtain su ffic ien t competent evidentia l m atte r 
to corroborate management’s assertion regarding a perm itted  s ta tu tory account­
ing  practice th a t is m ate ria l to the financia l statements, the aud ito r should qua lify  
or disclaim  an opinion on the sta tu to ry  financia l statements because o f the 
lim ita tio n  on the scope o f the audit. (See SAS No. 58, paragraphs 40—44.)
The Auditor's Consideration of Regulatory Risk-Based  
Capital for Property and Liability Insurance Enterprises12
Introduction an d  Scope
2.79 Property and lia b ility  insurance enterprises operate in  a h ig h ly  regu­
lated environm ent. The regula tion o f property and lia b ility  insurance enterprises
11 SOP 94-5, D isclosures o f C e rta in  M a tte rs  in  the F in a n c ia l S tatem ents o f  Insu rance  E n te r­
prises, as amended by SOP 01-5, A m endm ents to S pecific A IC P A  Pronouncem ents fo r  Changes 
R ela ted  to the N A IC  C o d ifica tio n , requires insurance enterprises to disclose information about 
permitted statutory accounting practices in their financial statements prepared in conformity with 
generally accepted accounting principles.
12 SOP 93-8, The A u d ito r ’s C ons idera tion  o f  R egu la to ry  R isk-B ased C a p ita l fo r  L ife  Insu rance  
E n te rp rises , has been conform ed to  ap p ly  to  p ro p e rty  and l ia b il ity  insu rance  en te rp rises .
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is directed p rim a rily  toward safeguarding policyholders’ interests and m ain ta in ing  
public confidence in  the safety and soundness o f the property and lia b ility  in su r­
ance system. One o f the p rim ary  tools used by state insurance departm ents fo r 
ensuring th a t those objectives are being achieved is risk-based capita l (RBC).
2.80 T h is  section o f the Guide addresses the aud ito rs ’ resp on s ib ility  th a t 
arises from  the  RBC requirem ents imposed on p rope rty  and lia b il ity  insurance 
enterprises. These RBC requirem ents affect aud its  o f p rope rty  and lia b ility  
insurance enterprises in  the  fo llo w in g  th ree  p rim a ry  areas:
a . A u d it p lann ing
b. Going-concern considerations
c. O the r rep o rting  considerations
O v e rv ie w  of R isk-B ased  C a p ita l‡‡‡
2.81 R eg u la tion  o f p ro p e rty  and l ia b il i ty  insu rance  en te rp rises  has 
h is to r ic a lly  focused on th e ir  ca p ita l. The N A IC  req u ires  p ro p e rty  and l ia b il­
i t y  insu rance  e n te rp rises  to  disclose RBC in  th e ir  s ta tu to ry  filin g s . The 
RBC ca lcu la tio n  serves as a benchm ark  fo r th e  re g u la tio n  o f p ro p e rty  and 
l ia b il i t y  insu rance  e n te rp rise s ’ so lvency by s ta te  insu rance  reg u la to rs . RBC 
req u irem en ts  set fo r th  dynam ic su rp lu s  fo rm u la s  s im ila r  to  ta rg e t su rp lu s  
fo rm u la s  used by com m ercia l ra tin g  agencies. The fo rm u la s  specify va rious  
w e ig h tin g  facto rs  th a t are app lied  to  fin a n c ia l balances o r va riou s  leve ls o f 
a c tiv ity  based on the  perceived degree o f r is k . Such fo rm u las focus on fo u r 
general types o f r is k :
a . The r is k  re la ted  to  the in su re r’s assets (asset r is k )13
b. The c red it r is k  re la ted  to  the  c o lle c tib ility  o f insurance recoverables 
and m iscellaneous receivables (cred it r is k )
c. The r is k  o f adverse insurance experience w ith  respect to  the  in su re r’s 
lia b ilit ie s  and ob ligations in c lu d in g  excessive p rem ium  g row th  (un ­
d e rw ritin g  r is k )
d . A ll o the r business ris ks  (m anagem ent, re g u la to ry  action, and con­
tingencies)
The am ount determ ined under such fo rm u las is called the au thorized  contro l 
leve l RBC (ACL).
2.82 RBC req u irem en ts  e s tab lish  a fra m e w o rk  fo r  l in k in g  va riou s  le v ­
els o f re g u la to ry  co rrective  action  to  th e  re la tio n s h ip  o f a p ro p e rty  and 
l ia b il i ty  insu rance  e n te rp rise ’s to ta l ad justed  c a p ita l (TA C ) (equa l to  the  
sum  o f s ta tu to ry  c a p ita l and su rp lu s  and such o the r item s, i f  any, as the  
N A IC ’s RBC in s tru c tio n s 14 m ay p rov ide ) to  the  ca lcu la ted  A C L . The leve ls 
o f re g u la to ry  action , the  tr ig g e r p o in t, and the  co rrective  actions are sum ­
m arized  as fo llow s:
‡‡‡ The NAIC Task Force is reviewing risk based capital levels. Readers should be alert to any 
new developments.
13 This risk also includes risk of default.
14 The NAIC ’s RBC instructions may be amended by the NAIC from time to time in accordance 
with procedures adopted by the NAIC.
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R is k -B a s e d  C a p ita l L e v e ls  a n d  C o r re c t iv e  A c tio n s
L e v e l
Com pany A ction  Level 
RBC (C A L)
R egula tory A c tion  
Leve l RBC (R A L)
A u thorized  C ontro l 
Level RBC (AC L)
M anda to ry  C on tro l 
Level RBC (M C L)
TAC is less th a n  or 
equal to 2 x A C L, or 
TAC is less th a n  or 
equal to 2.5 x  A C L 
w ith  negative trend
TAC is less th a n  or 
equal to 1.5 x  A C L, or 
unsa tis facto ry  RBC 
P lan
T r ig g e r________  C o rre c tiv e  A c t io n
The p rope rty  and 
lia b il ity  insurance 
enterprise  m ust subm it 
a comprehensive p lan  
to the  insurance 
comm issioner.
In  a dd ition  to  the  
action above, the 
insurance com m issioner 
is requ ired  to perform  
an exam ina tion  or 
analysis deemed 
necessary and issue a 
c o rre c tiv e  o rd e r  
specifying corrective 
actions required.
In  a dd ition  to the 
actions described 
above, the insurance 
com m issioner is 
p e rm itted  b u t not 
requ ired  to place the 
p rope rty  and lia b ility  
insurance enterprise  
under regu la to ry  
control.
The insurance 
com m issioner is 
requ ired  to  place the 
p rope rty  and lia b ility  
insurance enterprise  
under regu la to ry  
control.
TAC is less th a n  or 
equal to 1 x A C L
TAC is less th a n  or 
equal to .7 x  A C L
2.83
should—
U nder the  RBC requirem ents, the  comprehensive fin a n c ia l p lan
a . Id e n tify  the conditions in  the  in su re r th a t con tribu te  to  the fa ilu re  
to m eet the cap ita l requirem ents.
b. C on ta in  proposals o f corrective actions th a t the in su re r in tends to 
take  and th a t w ou ld  be expected to  re su lt in  compliance w ith  cap ita l 
requirem ents.
c. Provide projections o f the insure r’s financia l results in  the cu rren t year 
and a t least the four succeeding years, both in  the absence o f proposed 
corrective actions and g iv ing  effect to the proposed corrective actions.
d . Id e n tify  the  key assum ptions im pacting  the in su re r’s p ro jections and 
the  se n s itiv ity  o f the  pro jections to  the assum ptions.
e. Id e n tify  the q u a lity  of, and problem s associated w ith  the  in su re r’s 
business, inc lu d ing  b u t no t lim ite d  to its  assets, an tic ipa ted  business 
g row th  and associated surp lus s tra in , e x tra o rd in a ry  exposure to  risk , 
m ix  o f business, and use o f re insurance in  each case, i f  any.
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Audit Planning
2.84 The objective o f an a u d it o f a p rope rty  and lia b il ity  insurance en te r­
prise ’s fin a n c ia l sta tem ents is  to  express an o p in io n  on w h e th e r th e y  p resen t 
fa ir ly , in  a ll m a te ria l respects, the  en te rp rise ’s fin an c ia l position , resu lts  o f 
operations, and cash flows in  con fo rm ity  w ith  GAAP. To accom plish th a t 
objective, the  a u d ito r assesses the  r is k  th a t the  fin a n c ia l sta tem ents conta in  
m a te ria l m issta tem ents and p lans and perform s a u d it procedures to provide 
reasonable assurance th a t the  fin a n c ia l sta tem ents are free o f m a te ria l m is­
statem ents. Because o f the  im portance o f RBC to  p rope rty  and lia b il ity  in s u r­
ance enterprises, RBC should be considered in  assessing r is k  and p la nn ing  the 
aud it. The a u d ito r should o rd in a rily  ob ta in  and review  the  c lie n t’s RBC reports 
and should understand the  RBC requ irem ents fo r p repa ring  such reports  and 
the  actua l regu la tions associated w ith  RBC.
G o in g -C o n cern  C o n sid era tio n s
2.85 SAS No. 59, T h e  A u d it o r ’s C o n s id e ra tio n  o f  a n  E n t i t y ’s A b i l i t y  to  
C o n tin u e  as  a  G o in g  C o n ce rn  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 
341), as amended, requires aud ito rs  to  evaluate, as p a rt o f every a ud it, w he ther 
there  is su bstan tia l doubt about the  a b ility  o f the  e n tity  to continue as a going 
concern fo r a reasonable period o f tim e , no t to  exceed one year beyond the 
fin a n c ia l sta tem ent date. A  s ign ifican t consideration in  the  a u d ito r’s eva lu ­
a tion  o f a property and lia b ility  insurance enterprise’s a b ility  to continue as a 
going concern is w hether the enterprise complies w ith  regu la tory RBC require­
m ents.15
2.86 In  v iew  o f the  serious ram ifica tio ns  o f noncom pliance w ith  regu la ­
to ry  RBC requ irem ents fo r p rope rty  and lia b ility  insurance enterprises (see 
paragraph 2.82), such fa ilu re  is a cond ition  th a t ind icates th a t there  could be 
su bs tan tia l doubt about the e n tity ’s a b ility  to  continue as a going concern fo r a 
reasonable period o f tim e . A ccording ly, the  a u d ito r should ob ta in  in fo rm a tion  
about m anagem ent’s p lans th a t are in tended  to  m itig a te  the  adverse effects o f 
the noncom pliance w ith  regu la to ry  RBC cap ita l requirem ents o r events th a t 
gave rise to  the condition and assess the like lihood th a t such plans can be 
im plem ented. In  evaluating management’s plans, the aud ito r should consider—
a . The p rope rty  and lia b ility  insurance ente rp rise ’s e x is ting  regu la to ry  
cap ita l position.
b. W he the r a comprehensive fin a n c ia l p lan  has been file d  and, i f  so, 
w he ther i t  has been accepted by the  regu la tors.
2.87 The a u d ito r should consider the  am ount o f any RBC cap ita l d e fi­
ciency. In  general, the  low er the  ra tio  o f to ta l adjusted cap ita l to  authorized 
contro l leve l RBC, the g reate r the  doubt about the en te rp rise ’s a b ility  to  
continue as a going concern fo r a reasonable period. The a u d ito r should, 
however, also assess the  like liho od  th a t the p rope rty  and lia b il ity  insurance 
ente rp rise ’s regu la to ry  cap ita l position  w ill im prove or de te rio ra te  in  the  next 
tw e lve  m onths.
15 Auditors should evaluate a property and liability insurance enterprise’s ability to continue as 
a going concern even if  the enterprise meets the minimum RBC standards. There are other conditions 
and events that may indicate that there could be substantial doubt about a property and liability 
insurance enterprise’s ability to continue as a going concern, such as recurring operating losses, 
indications of strained liquidity, concerns expressed by regulators, and indications of strained rela­
tionships with regulators. However, this SOP discusses only failure to meet RBC standards.
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2.88 The a u d ito r should also consider the  n a tu re  or source (asset q ua lity , 
underw riting , co llectib ility , or other) o f the deficiency. C uring  deficiencies from  
certa in  sources m ay be more w ith in  the control o f the management o f the property 
and lia b ility  insurance enterprise than  curing  deficiencies from  other sources.
2.89 F urtherm ore , the a u d ito r should ascerta in  w he ther a comprehensive 
fin a n c ia l p lan  has been file d  and accepted by the com m issioner. I f  the  comm is­
sioner has accepted the  comprehensive fin a n c ia l p lan, the a u d ito r should 
id e n tify  those elements o f the comprehensive fin a n c ia l p lan  th a t are p a rticu ­
la r ly  s ign ifican t to  overcom ing the  adverse effects o f the  fa ilu re  to  com ply w ith  
regu la to ry  RBC requ irem ents and should id e n tify  and perform  a u d itin g  proce­
dures to ob ta in  e v id en tia l m a tte r about the  s ign ifican t elements. F or example, 
the  a u d ito r should consider the  adequacy o f support regard ing  an en te rp rise ’s 
a b ility  to  obta in  a dd itio na l cap ita l o r a p lanned disposal o f assets. W hen 
prospective fin a n c ia l in fo rm a tio n  is p a rtic u la rly  s ig n ifica n t to  m anagem ent’s 
p lans, the  a u d ito r should request th a t m anagem ent provide the in fo rm a tio n  
and should consider the  adequacy o f support fo r s ign ifican t assum ptions th a t 
underlie  it .  F u rth e r, the a u d ito r should id e n tify  those elem ents o f the  compre­
hensive fin a n c ia l p lan  and conditions placed on the  p rope rty  and lia b ility  
insurance enterprise  by the  com m issioner th a t are m ost d if f ic u lt to  achieve and 
consider the  like liho od  th a t the  p rope rty  and l ia b il ity  insurance ente rp rise  w ill 
no t be able to  im p lem en t the  elem ents successfully.
2.90 I f  the  com m issioner has rejected the  comprehensive fin a n c ia l p lan, 
the  a u d ito r should consider the  com m issioner’s reasons fo r re jecting  it ,  any 
revisions proposed by the  com m issioner to  render the comprehensive fin an c ia l 
p lan  sa tisfactory, m anagem ent’s in ten tion s  fo r rev is ing  the  comprehensive 
fin a n c ia l p lan , and possible reg u la to ry  sanctions. I f  the  com m issioner has no t 
ye t n o tifie d  the  in su re r w he ther the comprehensive fin a n c ia l p lan  has been 
accepted,16 the  a u d ito r should review  re la ted  com m unication between the 
com m issioner and the  p rope rty  and lia b il ity  insurance ente rp rise  and m ake 
in q u irie s  o f both  m anagem ent and regu la to ry  o ffic ia ls  to  determ ine the  cu rren t 
sta tus o f the  comprehensive fin a n c ia l p lan. I f  the  p rope rty  and lia b ility  in s u r­
ance enterprise  has no t file d  a fin an c ia l p lan  w ith  the  com m issioner,17 the 
a u d ito r should m ake in q u irie s  o f m anagem ent o ffic ia ls  about th e ir  comprehen­
sive fin a n c ia l p lan  and th e ir  p lans fo r filin g .
2.91 A fte r  the a u d ito r has evaluated m anagem ent’s plans, the  a u d ito r 
should conclude w hether su bstan tia l doubt about the  p rope rty  and lia b ility  
insurance en te rp rise ’s a b ility  to  continue as a going concern fo r a reasonable 
period o f tim e  rem ains or is a llev ia ted. T h is is o ften a complex judgm en t 
re q u irin g  considerable professional experience.
Substantial Doubt Remains
2.92 I f  the  a u d ito r concludes th a t substan tia l doubt about the p rope rty  
and lia b il ity  insurance en te rp rise ’s a b ility  to continue as a going concern fo r a 
reasonable period o f tim e  rem ains, the a u d ito r should (a) consider the  possible 
effects on the fin a n c ia l sta tem ents and the  adequacy o f the re la ted  disclo­
sures18 and (b ) m od ify  h is  o r he r report.
16 The RBC Requirements require the commissioner to notify the insurer whether the compre­
hensive financial plan is accepted or is unsatisfactory within sixty days of submission of the plan.
17 The RBC Requirements require that a comprehensive financial plan be filed with the 
commissioner within forty-five days of the failure to meet RBC standards.
18 Auditors of publicly held property and liability insurance enterprises should consider SEC 
Financial Reporting Release No. 16, Rescission o f In te rp re ta tio n  R e la tin g  to  C e rtific a tio n  o f  F in a n c ia l 
Statem ents, which states, ".. filings containing accountants’ reports that are qualified as a result of 
questions about the entity’s continued existence must contain appropriate and prominent disclosure 
of the registrant’s financial difficulties and viable plans to overcome these difficulties.”
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2.93 A d d itio n a lly , SAS No. 96 amends SAS No. 59 by re q u irin g  th a t the 
a u d ito r should docum ent a ll o f the fo llow ing :
a . The conditions or events th a t led h im  o r her to  believe th a t there  is 
su bs tan tia l doubt about the  e n tity ’s a b ility  to  continue as a going 
concern fo r a reasonable period o f tim e.
b. The elem ents o f m anagem ent’s p lans th a t the  a u d ito r considered to 
be p a rtic u la rly  s ign ifican t to  overcom ing the  adverse effects o f the  
conditions or events.
c. The a u d itin g  procedures perform ed and evidence obta ined to  eva lu­
ate the  s ign ifican t elem ents o f m anagem ent’s plans.
d . The a u d ito r’s conclusion as to  w he ther su bstan tia l doubt about the  
e n tity ’s a b ility  to  continue as a going concern fo r a reasonable period 
o f tim e  rem ains o r is a llev ia ted. I f  su bs tan tia l doubt rem ains, the 
a u d ito r also should docum ent the possible effects o f the conditions or 
events on the fin an c ia l statem ents and the  adequacy o f the  re la ted  
disclosures. I f  subs tan tia l doubt is a llev ia ted , the  a u d ito r also should 
docum ent the  conclusion as to  the  need fo r disclosure o f the p rin c ip a l 
conditions and events th a t in it ia lly  caused h im  or he r to  believe there 
was su bstan tia l doubt.
e. The a u d ito r’s conclusion as to  w he ther he o r she should include an 
exp lanatory paragraph  in  the  a u d it report. I f  disclosures w ith  respect 
to  an e n tity ’s a b ility  to continue as a going concern are inadequate, 
the  a u d ito r also should docum ent the  conclusions as to  w he ther to  
express a qua lifie d  or adverse op in ion  fo r the  re su lta n t departu re  
fo rm  genera lly  accepted accounting p rinc ip les.
2.94 A d d itio n a lly , i f  the  a u d ito r concludes th a t subs tan tia l doubt about 
the  p rope rty  and lia b il ity  insurance ente rp rise ’s a b ility  to  continue as a going 
concern fo r a reasonable period o f tim e  is a llev ia ted , the  a u d ito r should 
consider the  adequacy o f d isclosure in  the  fin a n c ia l statem ents o f the  p rin c ip a l 
conditions or events th a t in it ia lly  ra ised the  su bs tan tia l doubt and com ply w ith  
the  docum entation requ irem ents o f SAS No. 96. The a u d ito r should also fo llow  
the  guidance in  SAS No. 59, paragraphs 10 and 11. F urtherm ore , the  a ud ito r 
m ay w ish  to  add an emphasis o f m a tte r paragraph to  the a u d ito r’s report.
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Exh ib its
2.95 Below  are some examples o f le tte rs  fo r State Insurance Regulators 
to  Com ply W ith  the N A IC  M odel A u d it Rule, referenced th roughou t para ­
graphs 2.64 to  2.68.
Exhibit 2-1
Illustration of the Accountant's A w aren ess Letter
To the  B oard  o f D irec to rs  o f ABC  Insu rance  Company:
We have been engaged by A B C  Insu rance  Com pany (the Com pany) to  pe rfo rm  
an nu a l au d its  in  accordance w ith  gene ra lly  accepted a u d itin g  standards o f the  
Com pany’s s ta tu to ry  fin a n c ia l statem ents. In  connection th e re w ith , we ac­
know ledge the  fo llow ing :
We are aw are o f the  p rovis ions re la tin g  to  the  accounting and fin a n c ia l 
re p o rtin g  m a tte rs  in  the  Insurance Code o f [n a m e  o f  s ta te  o f  d o m ic i le ]  and the 
re la ted  ru les  and regu la tions o f the  Insu rance  D e pa rtm e n t o f [n a m e  o f  s ta te  o f  
d o m ic i le ] th a t are applicable to aud its  o f s ta tu to ry  fin a n c ia l s ta tem ents o f 
insurance e n titie s . A lso, a fte r com ple tion o f ou r aud its , we expect th a t we w ill 
issue ou r re p o rt on th e  s ta tu to ry  f in a n c ia l s ta tem en ts  o f A B C  Insu ra nce  
C om pany as to  th e ir  co n fo rm ity  w ith  accounting practices prescribed o r pe r­
m itte d  by the  Insu rance  D epa rtm en t o f [n a m e  o f  s ta te  o f  d o m ic ile ] .
The le tte r  is  in tended solely fo r the  in fo rm a tio n  and use o f the  Insurance 
D epa rtm en t o f [n a m e  o f  s ta te  o f  d o m ic i le ]  and o th e r sta te  insurance de pa rt­
m ents and is no t in tended to  be and should no t be used fo r anyone o th e r th a n  
these specified pa rties.
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Ex h ib it 2 -2
Illustration of the C hang e in A uditor Letter
To the  B oard o f D irec to rs  o f D E F  Insu rance Company:
W e p re v io us ly  were au d ito rs  fo r D E F  Insu rance Com pany and, unde r the  date 
o f [re p o r t  d a te ], we reported on the  s ta tu to ry  fin a n c ia l s ta tem ents o f D E F  
Insu rance Com pany as o f and fo r the  years ended December 31, 20X1 and 
20X0.1 E ffec tive  [d a te  o f  t e r m in a t io n ], we are no longer aud ito rs  o f D E F 
Insu rance Com pany. W e have read D E F  Insu rance  Com pany’s sta tem ents in  
its  le tte r  dated [d a te  o f  in s u r e r ’s le t te r ], w h ich  is  a ttached hereto, and we agree 
w ith  the  sta tem ents th e re in . [H o w e v e r, i f  th e  a u d i to r  is  (a ) n o t in  a  p o s it io n  to  
a g re e  o r  d is a g re e  o r  (b ) does n o t a g re e  w i t h  th e  in s u r e r ’s s ta te m e n t, th e  a u d i t o r ’s 
le t te r  s h o u ld  s ta te  t h a t  th e  a u d i to r  is  n o t in  a  p o s it io n  to  a g re e  o r  d is a g re e  o r  
t h a t  th e  a u d i t o r  does n o t a g re e  w i th  s u c h  s ta te m e n ts  a n d  g iv e  th e  re a s o n s .]2
1 I f  the auditor had not reported on any financial statements, the first sentence should be 
modified as follows:
We previously were engaged to audit the statutory financial statements of DEF Insurance Company 
as of and for the year ending December 31, 20X1.
2 The insurer’s letter may contain a statement, such as—
In connection with the audits of the statutory financial statements of the Company for the years 
ended December 31, 20X2 and 20X1, and the subsequent interim period through [da te  o f te rm in a ­
tio n ], there were no disagreements with [CPA F irm ] on any matter of accounting principles, statutory 
accounting practices (SAP) prescribed or permitted by the Insurance Department of [nam e o f  state o f  
d o m ic ile ], financial statement disclosure, or auditing scope or procedures, which disagreements if  not 
resolved to their satisfaction would have caused them to make reference to the subject matter of the 
disagreement in their reports.
AAG-PLI 2.95
78 Property and L ia b ility  Insurance Companies
Exhibit 2-3
Illustrative Accountant's Letter of Q ualifications
To th e  Board o f D irec to rs  o f G H I Insu rance Company:
We have aud ited , in  accordance w ith  ge ne ra lly  accepted a u d itin g  standards, 
the  s ta tu to ry  fin a n c ia l s ta tem ents o f G H I Insu rance  Com pany (the  Com pany) 
fo r the  years ended December 31, 20X1 and 20X0, and have issued ou r re p o rt 
thereon dated [d a te  o f  r e p o r t ] .  In  connection th e re w ith , we advise you as fo llow s:
а . We are independent ce rtifie d  pu b lic  accountants w ith  respect to  the 
C om pany and conform  to  the  standards o f the  accounting profession as 
contained in  the  Code o f Professional Conduct and pronouncements o f the 
A m erican In s titu te  o f C e rtified  P ub lic Accountants, and the Rules o f 
Professional Conduct o f the [s ta te ] Board o f P ub lic Accountancy.
b . The engagem ent p a rtn e r and engagem ent m anager, w ho are ce rtifie d  
p u b lic  accountants, have [n u m b e r ] years and [n u m b e r ]  years, respec­
tiv e ly , o f experience in  pub lic  accounting and are experienced in  a u d iting  
insurance entities. Mem bers o f the  engagement team , m ost (some) o f 
w hom  have had  experience in  a u d itin g  in su rance  e n titie s  e n titie s  and 
[n u m b e r ]  percen t o f w hom  are c e rtifie d  p u b lic  accountants, w ere as­
signed to  pe rfo rm  tasks  com m ensurate w ith  th e ir  tra in in g  and exp e ri­
ence.
c. We unde rs tand  th a t the  C om pany in tends to  f ile  its  aud ited  s ta tu to ry  
fin a n c ia l sta tem ents and ou r re p o rt thereon w ith  the  Insu rance D e pa rt­
m en t o f [n a m e  o f  s ta te  o f  d o m ic i le ] and o th e r s ta te  insu rance  de pa rt­
m en ts  in  s ta tes  in  w h ic h  th e  C om pany is  licensed and  th a t  the  
insu rance  com m issioners o f those states w i l l  be re ly in g  on th a t in fo r ­
m a tio n  in  m o n ito rin g  and re g u la tin g  the  s ta tu to ry  fin a n c ia l con d ition  
o f th e  Com pany.
W h ile  we unde rs tand  th a t an objective o f issu ing  a re p o rt on the  s ta tu ­
to ry  fin a n c ia l s ta tem ents is  to  sa tis fy  re g u la to ry  requ irem en ts , ou r a u d it 
was no t p lanned to  sa tis fy  a ll objectives or resp on s ib ilitie s  o f insurance 
regu la to rs . In  th is  context, the  Com pany and the  insurance com m ission­
ers should unde rs tand  th a t the  objective o f an a u d it o f s ta tu to ry  fin a n c ia l 
sta tem ents in  accordance w ith  ge ne ra lly  accepted a u d itin g  standards is 
to  fo rm  an  op in ion  and issue a re p o rt on w he the r the  s ta tu to ry  fin a n c ia l 
s ta tem ents present fa ir ly  in  a ll m a te ria l respects, the  a d m itte d  assets, 
lia b ilit ie s , and ca p ita l and surp lus , resu lts  o f operations and cash flow  
in  con fo rm ity  w ith  accounting practices prescribed o r p e rm itte d  by the  
Insu rance D e pa rtm e n t o f [n a m e  o f  s ta te  o f  d o m ic i le ]. Consequently, 
unde r gene ra lly  accepted a u d itin g  standards, we have the  resp o n s ib ility , 
w ith in  the  in h e re n t lim ita tio n s  o f the  a u d itin g  process, to  p la n  and 
pe rfo rm  ou r a u d it to  ob ta in  reasonable assurance about w h e the r the 
s ta tu to ry  fin a n c ia l s ta tem en ts  are free o f m a te r ia l m iss ta tem en t, 
w he the r caused by e rro r o r fra u d , and to  exercise due pro fessional care 
in  the  conduct o f the  a u d it. The concept o f selective te s tin g  o f the  data 
be ing aud ited, w h ich  involves ju d g m e n t bo th as to  the  num ber o f tra n s ­
actions to  be aud ited  and the  areas to  be tested, has been gene ra lly  
accepted as a v a lid  and s u ffic ie n t basis fo r an a u d ito r to  express an 
op in ion  on fin a n c ia l statem ents. A u d it procedures th a t are effective fo r 
de tecting  erro rs, i f  th e y  exist, m ay be ine ffec tive  fo r detecting m iss ta te ­
m en t re s u ltin g  from  fraud . Because o f the  cha racte ris tics  o f fra u d , a 
p ro pe rly  p lanned and perfo rm ed a u d it m ay no t detect a m a te ria l m is ­
sta tem en t re s u ltin g  fro m  fraud . In  ad d ition , an  a u d it does n o t address 
the  p o s s ib ility  th a t m a te ria l m issta tem ents caused by  e rro r o r fra u d  m ay
AAG-PLI 2.95
A u d it C onsiderations 79
occur in  the  fu tu re . A lso, o u r use o f pro fessional ju d g m e n t and the 
assessment o f m a te r ia lity  fo r the  purpose o f ou r a u d it means th a t 
m a tte rs  m ay ex is t th a t w ou ld  have been assessed d iffe re n tly  by in s u r­
ance com m issioners.
I t  is  the  re sp o n s ib ility  o f the  m anagem ent o f the  C om pany to adopt sound 
accounting policies, to  m a in ta in  an adequate and effective system  o f 
accounts, and to  estab lish  and m a in ta in  an in te rn a l con tro l th a t w ill,  
am ong o the r th in g s , provide reasonable b u t no t absolute assurance th a t 
assets are safeguarded aga inst loss from  unau th o rize d  use o r d isposition  
and th a t transactions are executed in  accordance w ith  m anagem ent’s 
a u th o riza tio n  and recorded p ro pe rly  to  p e rm it the  p re pa ra tion  o f f in a n ­
c ia l sta tem ents in  con fo rm ity  w ith  accounting practices prescribed or 
pe rm itte d  by the  Insu rance D epa rtm en t o f [n a m e  o f  s ta te  o f  d o m ic i le ] .
The Insu rance C om m issioner should exercise due diligence to  ob ta in  
w hateve r o ther in fo rm a tio n  m ay be necessary fo r th e  purpose o f m o n i­
to r in g  and re g u la tin g  the  s ta tu to ry  f in a n c ia l p o s itio n  o f in s u re rs  and 
shou ld  n o t re ly  so le ly  upon th e  in dependen t a u d ito r ’s re p o rt.
d . We w il l  re ta in  the  w o rk in g  papers1 prepared in  the  conduct o f ou r a u d it 
u n t il the  Insu rance  D epa rtm en t o f [n a m e  o f  s ta te  o f  d o m ic i le ]  has file d  
a R eport o f E xa m in a tio n  covering 20X1, b u t no longer th a n  seven years. 
A fte r n o tific a tio n  to  the  Com pany, we w i l l  m ake the  w o rk in g  papers 
ava ilab le  fo r rev iew  by the  Insu rance  D epa rtm en t o f [n a m e  o f  s ta te  o f  
d o m ic i le ]  a t the  offices o f the  in su re r, a t ou r offices, a t the  Insurance 
D e pa rtm e n t or a t any o the r reasonable place designated by the  In s u r­
ance C om m issioner. F u rthe rm o re , in  the  conduct o f the  aforem entioned 
pe riod ic  rev iew  by the  Insu rance D epa rtm en t o f [n a m e  o f  s ta te  o f  d o m i­
c i le ] ,  photocopies o f p e rtin e n t a u d it w o rk in g  papers m ay be made (under 
the  con tro l o f the  accountant) and such copies m ay be re ta ine d  by the 
Insu rance D e pa rtm e n t o f [n a m e  o f  s ta te  o f  d o m ic i le ] .2
e. The engagem ent p a rtn e r has served in  th a t capacity w ith  respect to  the 
Com pany since [y e a r  t h a t  c u r r e n t  te rm  s ta r te d ] ,  is licensed by the  [s ta te  
n a m e ] Board o f P ub lic  Accountancy, and is  a m em ber in  good s tand ing  
o f the  A m erican  In s titu te  o f C e rtifie d  P ub lic  A ccountants.
f . To the  best o f ou r know ledge and be lie f, we are in  com pliance w ith  the  
requ irem en ts  o f section 7 o f the  N A IC  M o d e l R u le  (R e g u la t io n )  R e q u ir in g  
A n n u a l  A u d ite d  F in a n c ia l  R e p o r ts  reg a rd ing  qu a lifica tio n s  o f in de ­
pendent ce rtifie d  pub lic  accountants.
The le tte r is  in tended solely fo r the  in fo rm a tio n  and use o f the  Insurance 
D e pa rtm e n t o f [n a m e  o f  s ta te  o f  d o m ic i le ]  and o the r state insurance depa rt­
m ents and is  no t in tended to  be and should n o t be used fo r anyone o the r th a n  
these specified pa rties.
1 Section 13 of the Model Audit Rule defines working papers as follows:
Workpapers are the records kept by the independent certified public accountant of the procedures 
followed, the test performed, the information obtained, and the conclusions reached pertinent to the 
accountant’s examination of the financial statements of an insurer. Workpapers, accordingly, may 
include audit planning documentation, work programs, analyses, memoranda, letters of confirmation 
and representation, abstracts of company documents and schedules or commentaries prepared or 
obtained by the independent certified public accountant in the course of his or her examination of the 
financial statements of an insurer and which support the accountant’s opinion.
2 R efe r to  A IC P A , P ro fessiona l S ta n d a rd s , vo l. 1, A U  sec. 9339, A u d it D ocum enta tion : A u d it in g  
In te rp re ta tio n s  o f  Section 339.
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Exhibit 2-4
Illustration of Notification of Financial Condition Letter 
W hen the A udit Is Com plete1
To the  Board o f D irecto rs:
We have aud ited , in  accordance w ith  gene ra lly  accepted a u d itin g  standards, 
the  s ta tu to ry  fin a n c ia l s ta tem en t o f M N O  Insu rance C om pany (the  Com pany) 
as o f Decem ber 31, 20X1 and 20X0, and have issued ou r re p o rt the reon  dated 
[date o f  report].
In  connection w ith  ou r a u d it, we de te rm ined  th a t ca p ita l and su rp lu s  reflected 
in  the  sta tem en t o f ad m itte d  assets, lia b ilit ie s , and ca p ita l and su rp lu s  o f the  
Com pany as o f Decem ber 31, 20X1, as reported  on the  20X1 A n n u a l S ta tem ent 
f ile d  w ith  the  Insu rance  D e pa rtm e n t o f [name o f  state] is  m a te r ia lly  m issta ted
because [p rovide exp lana tion ]. S ta tu to ry  ca p ita l and su rp lu s  o f $___ reported
on the  20X1 A n n u a l S ta tem ent should be reduced by  $___ as a re s u lt o f the
m a tte r in  the  preced ing sentence.2
I f  we do n o t receive evidence th a t the  Com pany has fo rw arded a copy o f th is  
le tte r  to  the  insurance com m issioner o f [name o f  state] w ith in  five  business days 
o f rece ip t, we are req u ire d  to  give the  insurance  com m issioner a copy o f th is  
le tte r  w ith in  the  next five  business days.
The le tte r  is  in tended sole ly fo r the  in fo rm a tio n  and use o f the  Insurance 
D e pa rtm e n t o f [name o f  state o f dom ic ile ] and o th e r s ta te  insurance depa rt­
m ents and is  n o t in tended  to  be and should n o t be used fo r anyone o th e r th a n  
these specified pa rties.
1 A  determination that financial statements filed with a state insurance department contain a 
material misstatement does not necessarily always occur when an audit is complete. The Model Audit 
Rule requires notification to be provided within five business days of such determination. The 
language in this illustration letter should be modified depending on the relevant facts and 
circumstances.
2 The wording of this paragraph is intended for those situations in which audit adjustments 
would not cause minimum capital and surplus of an insurer to fall below statutory requirements. The 
paragraph should be reworded if  the company did not meet minimum capital and surplus require­
ments as presented on its Annual Statement as filed with the domiciliary commissioner.
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Chapter 3 
The Premium Cycle
3.01 Insurance companies record prem ium s in  prem ium s w ritte n  ac­
counts. As po licy periods expire, the  p rem ium s w ritte n  are earned and are 
recognized as revenue. The pro ra ta  p o rtion  o f p rem ium s w ritte n  allocable to 
unexpired  po licy periods represents unearned prem ium s, w h ich  are reflected 
as a lia b il ity  in  the  balance sheet. P rem ium s w ritte n  are also used as a basis 
fo r paying  comm issions to  agents, ca lcu la ting  p rem ium  taxes, and gua ran ty  
fund  assessments.1 The fo llo w in g  are de fin itio ns  o f several k ind s  o f w ritte n  
prem ium s.
D ire c t  p re m iu m s .  P rem ium  income less re tu rn  p rem ium s a ris ing  from  policies 
issued by the  company co llecting  the prem ium s and acting  as the  p rim a ry  
insurance ca rrie r.
A s s u m e d  re in s u ra n c e  p re m iu m s .  P rem ium  income less re tu rn  prem ium s a ris ­
in g  from  policies issued or o ther contracts entered in to  to re insure  o ther 
insurance companies th a t provide the  re la ted  p rim a ry  coverage.
C eded re in s u ra n c e  p re m iu m s .  O utgoing prem ium s less re tu rn  prem ium s a ris ­
in g  from  re insurance purchased from  o ther insurance companies.
R e tu rn  p re m iu m s .  P rem ium  refunds due to insureds, a ris ing  from  endorse­
m ents (changes in  coverage, te rm , and so on), cancella tions, o r aud its.
3.02 U nder SAP, SSAP No. 53, P ro p e r ty  C a s u a lty  C o n tra c ts —P re m iu m s ,  
paragraph 3 notes “w ritte n  p rem ium  is defined as the  con trac tua lly  de te r­
m ined am ount charged by the re p o rtin g  e n tity  to  the po licyho lder fo r the 
effective period o f the  contract based on the  expectation o f r is k , po licy benefits, 
and expenses associated w ith  the  coverage provided by the  te rm s o f the  
insurance contract.”  T h is  d e fin itio n  is fo r a ll p rope rty  casua lty contracts o ther 
th a n  w orkers com pensation, and is re fe rred  to  as the  “E aste rn  m ethod.” F or 
w orkers com pensation contracts, the  p rem ium  m ay va ry  p e riod ica lly  based 
upon changes in  the a c tiv itie s  o f the  insured, and w ritte n  p rem ium s m ay be 
recorded on an in s ta llm e n t basis to  m atch  the  b illin g  to  the  policyholder. T h is 
is re fe rred  to  as the “W estern m ethod.”
Rating
3.03 Rates used by an insurance company are based on the company’s 
experience by line  o f insurance or the  in d u s try  loss experience com piled by 
advisory ra tin g  o rganizations, w h ich  are subject to  supervis ion and regu la tion  
by state insurance departm ents. The p rin c ip a l ra tin g  organ izations are the 
N a tio n a l C ouncil on Com pensation Insurance (N C C I) fo r w orkers ’ compensa­
tio n  insurance, the  S ure ty Association o f A m erica  fo r fid e lity  and su re ty 
insurance, and the Insurance Services O ffice (ISO ) fo r a ll o ther p rope rty  and 
lia b il ity  lines o f insurance.
1 SOP 97-3, A cco u n tin g  by Insu rance  a n d  O the r E n te rp rises  fo r  Insu rance-R ela ted  Assessments, 
provides guidance on accounting by insurance and other enterprises for guaranty-fund and other 
assessments. See Appendix R of this guide. For SAP, see SSAP No. 35, G u a ra n ty  F u n d  Assessments, 
for guidance. SAP has rejected SOP 97-3.
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3.04 States have established m echanisms to  provide insurance to  those 
w ith  h igh  risks  who w ou ld  otherw ise be excluded from  ob ta in ing  coverage. For 
p rope rty  in  h ig h -r is k  areas, F A IR  plans, w h ich  are fe de ra lly  approved and 
sta te  supervised, provide insurance to  owners. Companies th a t operate in  a 
sta te  are assessed fo r any u n d e rw ritin g  loss experienced by the  F A IR  p lan  in  
the state.
3.05 As discussed in  C hapter 1, states have several m ethods o f apportion ­
in g  in vo lu n ta ry  autom obile  insurance. These m ethods include autom obile 
insurance plans, jo in t u n d e rw ritin g  associations, and reinsurance pools or 
associations.
The Transaction Cycle
3.06 The p rem ium  cycle n o rm a lly  includes the  fo llo w in g  functions, w h ich  
generate m ost p rem ium -re la ted  transactions:
•  E va lu a tin g  and accepting r is ks
•  Issu ing  policies
•  B illin g  and co llecting  prem ium s
•  Paying  commissions and o ther costs o f acqu iring  business
•  A d ju s tin g  prem ium s
•  Home office and branch office recordkeeping
Eva lu atin g  a n d  A ccepting  R isks
3.07 The eva lua tion  and risk-accep ting  fu nc tio n  has th ree  general objec­
tives: to evaluate the accep tab ility  o f the  ris k , to  determ ine the  p rem ium , and 
to  evaluate the  company’s capacity to  re ta in  the en tire  ris k .
3.08 To in it ia te  new business, an agent or b roke r subm its to  the  company 
an app lica tion  fo r a policy, o ften w ith  a deposit from  the  custom er fo r a p o rtion  
o f the estim ated p rem ium . Pending issuance o f the  policy, the  agent o r b roker 
provides the  insu red  w ith  a b inde r, w h ich  is  a tem pora ry  contract th a t m ay be 
o ra l or w ritte n . The period covered by the  b inde r is u sua lly  short, o ften lim ite d  
to  th ir ty  days o r less. A  w ritte n  b inde r is evidence o f an unders tand ing  by both  
parties  o f w ha t the  insurance covers, the  am ount o f insurance, the  p rem ium  
charged, and the  company w r it in g  the  insurance. The cash is recorded in  a 
c lea ring  (suspense) account and deposited, and the  app lica tion  is fo rw arded to 
the  company’s u n d e rw ritin g  departm ent fo r eva lua tion . The risks  are eva lu­
ated in  accordance w ith  company procedures; these m ay include a rev iew  o f 
exposure and p o te n tia l loss based on the  app lica tions, changes, o r endorse­
m ents to  e x is ting  policies subm itted  by the agent o r b roker. F or example, 
app lica tions fo r autom obile  insurance m ay be checked by requesting  m oto r 
vehicle reports  issued by a sta te  departm ent o f m oto r vehicles. A pp lica tions fo r 
ce rta in  p rope rty  coverages m ay requ ire  eng ineering surveys or fire  hazard 
surveys. (Refer to  A ppendix A  fo r a sum m ary o f a u d it r is k  factors.)
3.09 I f  an app lica tion  is denied, the  deposit p rem ium  is re tu rne d  to  the 
app lican t w ith  an exp lanation . W hen the  re fund  is sent, the  suspense account 
is cleared.
3.10 I f  the u n d e rw rite r determ ines th a t the  app lican t fa lls  w ith in  the 
company’s u n d e rw ritin g  guide lines and is an acceptable r is k , an u n d e rw ritin g  
rep o rt is prepared, and the  r is k  is coded so th a t the  company can prepare 
reports  concerning p rem ium s, such as—
AAG-PLI 3.04
The P rem ium  Cycle 83
•  P rem ium s by state, by lin e  o f business, and by u n d e rw ritin g  year, 
w h ich  are requ ired  to  be inc luded  in  the company’s annua l sta tem ent.
•  P rem ium s w ritte n  by te rr ito ry  and by class o f r is k , requ ired  by the  
company or ra tin g  bureaus to  a id  in  ra tem aking .
•  P rem ium s by producer, requ ired  to  prepare agents’ p roduction  reports 
and to  compute any contingent commissions due a t the  end o f a year.
Proper coding o f prem ium s is im p o rta n t fo r the above reports  and because i t  
affects areas such as loss ra tio s  by lin e  o f business, fu tu re  u n d e rw ritin g  and 
p ric ing , tre a ty  reinsurance, p rem ium  ta x  assessments, and contingent com m is­
sion arrangem ents.
3.11 A ccounting  en tries are made fo r accepted app lica tions by c red iting  
prem ium s w ritte n , c lea ring  the p rem ium  cash-suspense account fo r the  depos­
its , and record ing  the  balances due as prem ium s receivable. The com bination 
o f the ra tin g  codes entered on the  u n d e rw ritin g  re p o rt becomes the  basis fo r 
the  p rem ium  rates charged. A  p o rtion  o f the  prem ium s is  deferred because the  
b ille d  prem ium s are fo r coverage to  be provided by the  insurance company over 
the  te rm  o f the  policy. A t the  end o f each rep o rting  period, unearned prem ium s 
are calculated, and the change in  unearned prem ium s is recorded as a charge 
or c red it to  p rem ium  income.
3.12 P rem ium s are genera lly  established by one o f th ree  m ethods: class 
or m anua l ra tin g , in d iv id u a l or jud gm e n t ra tin g , o r m e rit ra tin g , w h ich  are 
defined as fo llow s:
•  C la s s  o r  m a n u a l r a t in g  is  used p r im a r ily  to  estab lish  ra tes fo r various 
coverages fo r ind iv id ua ls , fam ilies , and sm all businesses. Based on 
s ta tis tica l data, these large  groups o f s im ila r risks  can be classified by 
a few  im p o rta n t and easily id e n tifia b le  characteristics. These c lass ifi­
cations re su lt in  s tandard  rates.
•  I n d iv id u a l  o r  ju d g m e n t  r a t in g  is used w hen the ra tes fo r la rge  or 
unusua l risks  are established a lm ost e n tire ly  by the  s k ill and experi­
ence o f the ra te  m aker, such as ocean m arine  risks.
•  M e r i t  r a t in g  is  genera lly  used fo r la rge r risks  o f com m ercial lines and 
is d iv ided  in to  th ree  types. S c h e d u le  r a t in g  s ta rts  w ith  an assumed 
standard, freq ue n tly  the  m anua l ra te , and adjusts such standard  rates 
according to an eva lua tion  o f g rea te r o r lesser exposure to ris k . 
Schedule ra tin g  is o ften used in  fire  insurance or com m ercial proper­
ties. E x p e rie n c e  r a t in g  departs from  m anua l rates based on the in ­
sureds’ past experiences under the  coverage. P rem ium s are adjusted 
prospective ly based on average past experience. Experience ra tin g  is 
w ide ly  used in  w orkers ’ compensation insurance. R e tro s p e c tiv e  e x p e r i­
ence r a t in g  d iffe rs  from  experience ra tin g  in  th a t i t  adjusts the p re ­
m iu m  d u rin g  the  period o f coverage based on actua l experience d u rin g  
th a t same period. Policies th a t are re trospective ly  ra ted  o ften specify 
m in im u m  and m axim um  prem ium s and, in  effect, m ay leave some 
ris ks  un insured. (P aragraph 3.23 discusses retrospective p rem ium  
adjustm ents.)
3.13 A  renew al o f a policy is a new contract bu t, unless o therw ise stated, 
the  te rm s are those o f the  o rig in a l policy. The r is k  insu red  under the  o rig in a l 
policy expires when the  po licy expires, and each renew al m ust be considered 
as an app lica tion  fo r a new ris k . W hen a po licy is renewed, the  p rem ium  is 
determ ined in  the  same m anner as fo r a new business.
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3.14 F in a lly , a fte r a r is k  has been accepted and the p rem ium  has been 
calculated, a de te rm ina tion  m ust be made as to w he ther the e n tire  r is k  should 
be re ta ined  or w he ther a ll o r p a rt o f i t  should be re insured. Reinsurance is 
discussed in  d e ta il in  C hapter 6.
Issuing Policies
3.15 A pp lica tions and endorsements th a t have been accepted are subm it­
ted, along w ith  an u n d e rw ritin g  report, to a coding u n it  fo r ve rifica tio n  o f item s 
on the u n d e rw ritin g  report. V e rifie d  app lica tions are then  coded fo r data  e n try  
in to  the s ta tis tica l system. Coded app lica tions are batched, and in p u t contro l 
to ta ls  are established before de livery  to data  en try . A lte rn a tiv e ly , m any com­
panies have the  ca pa b ility  to  subm it app lica tions on-line. A fte r  coded applica­
tions  and endorsem ents have been entered in to  the  system, batch contro l to ta ls  
generated by the com puter are compared to  the in p u t contro l to ta ls . Processing 
the  in fo rm a tio n  generates a p rem ium  reg is te r and documents know n as d e c la ­
r a t io n  sets, w h ich  include the  b illin g  s ta tem ent and insurance I.D . card, as w e ll 
as in fo rm a tio n  such as te rm s o f the  policy, lines o f coverage, prem ium s, and 
agent in fo rm a tion . The policy, in c lu d ing  any endorsements, is prepared, as­
signed a sequentia l policy num ber, and sent d ire c tly  to  the  insured  or to  the  
agent or b roker fo r d is trib u tio n .
Billing and Collecting Premiums
3.16 The tw o basic m ethods fo r b illin g  p rem ium s are agency b illin g  and 
d irec t b illin g . Some companies use on ly one o f these m ethods; others use both. 
U nder d irec t b illin g , the company b ills  insureds d ire c tly  fo r p rem ium s due and, 
on collection, rem its  comm issions to  the  agents. The fo llo w in g  are several 
va ria tio n s  o f agency b illin g , also called a c c o u n t c u r re n t:
•  A c c o u n t c u r re n t  “ ite m  b a s is .”  For in d iv id u a l policies, the  agent col­
lects the prem ium s d ire c tly  from  the insureds, subtracts h is  or he r 
commissions, and rem its  the ne t prem ium s due the company. I f  the 
agent cannot collect a p rem ium  d u rin g  the  c red it period  a llow ed by the  
company, he or she m ay request cance lla tion  o f the  policy.
•  A c c o u n t c u r re n t  “ re n d e r in g  b a s is .”  The agent subm its to  the  in s u r­
ance company a sta tem ent o f a ll the  policies issued o r due d u rin g  the  
cu rre n t m onth, and the  net am ount o f the  sta tem ent is subsequently 
to  be pa id  in  accordance w ith  the  agency agreement. The sta tem ent, 
w h ich  includes a ll know n cu rre n t a c tiv ity , such as endorsem ents, 
cancella tions, or aud its , is  compared to the  company’s accounts receiv­
able and adjusted as necessary.
•  A c c o u n t c u r re n t  “b i l l i n g  ba s is . ”  The company sends the  agent a s ta te ­
m ent th a t conta ins a lis tin g  o f a ll the policies w ritte n  o r due, m inus 
the  policies canceled d u rin g  the m onth. The net am ount o f the  sta te­
m ent is to  be pa id  in  accordance w ith  the agency agreements.
3.17 The c red it te rm s to  agents are u sua lly  o u tlined  in  the agency agree­
m ent. The agent’s account cu rre n t is  u sua lly  payable w ith in  a specified period 
a fte r the  la s t day o f the m onth  o f the account.
3.18 Uncollected p rem ium s from  an agent represent p rem ium s due the 
company from  the agent based on h is  or he r contract w ith  the  company to  w rite  
insurance, to  collect the necessary prem ium s, and to  re m it the  collected p re m i­
ums n e t o f com m issions. U nco llec ted  p rem ium s fro m  an agent are g e n e ra lly
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reflected as “Agents’ Balances” or “U ncollected P rem ium s,” w h ich  are netted  
aga inst the commissions payable on the uncollected prem ium s. Companies 
should also consider FASB In te rp re ta tio n  No. 39, O ffs e tt in g  o f  A m o u n ts  R e ­
la te d  to  C e r ta in  C o n tra c ts . In te rp re ta tio n  No. 39 defines r ig h t  o f  s e to ff  and 
specifies w h a t conditions m ust be m et to  have th a t r ig h t.
3.19 Uncollected prem ium s from  policyholders represent prem ium s due 
the  company th a t m ay have been d ire c tly  so lic ited from  policyholders e ith e r by 
an agent or by the company. The company sends b ills  d ire c tly  to  the po licyho ld ­
ers, and the  policyho lders re m it the  prem ium s d ire c tly  to  the company. Cus­
tom ers ty p ic a lly  have the  option  o f re m ittin g  prem ium s on an in s ta llm e n t 
basis. Policies and b illin g , therefore, m ay be on a m on th ly , q u a rte rly , or annua l 
cycle. I f  an agent had so lic ited the  business, the company, a fte r rece iv ing 
paym ents from  the policyholders, e ith e r sends the  agent a check or o therw ise 
cred its the  agent’s account fo r h is  o r he r commission. U nder d irec t b illin g , the 
e n tire  am ount o f uncollected prem ium s is genera lly  recorded as “A gents’ 
Balances or Uncollected P rem ium s,” and the  commissions on the uncollected 
prem ium s are not ne tted  b u t are recorded as a lia b ility .
3.20 The p rem ium  co llection departm ent is responsible fo r accounting fo r 
custom er rem ittance  advices and the  agent’s account cu rren t. Adequate contro l 
over these documents and the  re la ted  cash m ust be m a in ta ined  to  ensure th a t 
a ll paym ents received are processed. C ustom er and agent rem ittances should 
be batched and in p u t contro l to ta ls  established before data en try . These in p u t 
contro l to ta ls  should be compared to  o u tp u t contro l to ta ls  generated in  the  EDP 
departm ent. As a re su lt o f processing, the  agency cash-receipts reg is te r, d iffe r­
ence ledger, and agent’s aged t r ia l balance are generated. The re la ted  files  are 
then  updated.
3.21 The agency cash-receipts reg is te r is reconciled w ith  the cash-receipts 
record. The p rem ium  reg is te r includes in fo rm a tio n  by lin e  o f business, such as 
cu rre n t prem ium s, commissions, year-to-date prem ium s, cu rre n t expired, p re ­
m ium s in  force, and earned and unearned prem ium s. The d ifference ledger 
resu lts  from  a com parison o f accounts cu rren t subm itted  by the agent w ith  
transactions recorded on the  company’s records. O ld ou ts tand ing  differences 
and large discrepancies are reviewed and investiga ted. D ifferences m ay occur 
because the agent and the  company use d iffe re n t cu to ff dates or because o f 
e rrors or omissions by the  agent or the company. A n  agent’s aged t r ia l balance 
includes in fo rm a tion  such as the cu rre n t m on th ’s prem ium s, ne t prem ium s, 
p rio r balance, cash received, ne t balance, in s ta llm e n t fees, and balance due. 
The to ta l p rem ium  colum n equals to ta l w ritte n  prem ium s shown on the 
p rem ium  reg ister. In  add ition , the agent’s t r ia l balance is review ed to  deter­
m ine any unco llectib le  accounts.
P ayin g  C o m m issions an d  O th er C osts of A cq u irin g  B usiness
3.22 Agents, bo th  independent and exclusive, and brokers are compen­
sated fo r th e ir  services by commissions. Some commissions are pa id  on the 
basis o f a standard  percentage o f p rem ium s or on an agreed scale, know n as 
leve l commissions. R etroactive commissions are used in  areas such as w orkers ’ 
com pensation, in  w h ich  the fin a l p rem ium  m ay be experience ra ted  and the 
commissions w ou ld  therefore  requ ire  ad justm ent. C on tingen t commissions 
re s u lt from  agreements w ith  agents and brokers w hereby the  am ounts o f 
commissions are contingent on favorable loss experience o f the  business placed 
w ith  the company. E stab lish ing accounting provisions fo r contingent commissions 
is d if f ic u lt because they are based on estim ates o f the  u ltim a te  loss experience, 
and in  m any cases the  com m ission period does no t coincide w ith  the  company’s 
fisca l year. FASB S ta te m en t No. 60, p a rag ra ph  44, discusses accounting  fo r
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contingent com m ission arrangem ents. Refer to SSAP No. 66, R e tro s p e c tiv e ly  
R a te d  C o n tra c ts , fo r add itio na l SAP guidance on accounting fo r contingent 
commissions.
A djusting  Prem ium s
3.23 A d justm ents  to  prem ium s w ritte n  and to  unearned prem ium s can 
re su lt from —
•  C a n c e lla t io n , a complete te rm in a tio n  o f an e x is ting  policy before 
exp ira tion . C ancella tion  resu lts  in  a re tu rn  p rem ium  to  the  insured.
•  E n d o rs e m e n ts , changes in  ex is ting  policies th a t m ay re s u lt in  add i­
tio n a l prem ium s or re tu rn  prem ium s, such as increases o r decreases 
in  coverage lim its , add itions o r deletions o f p rope rty  or risks  covered, 
o r changes in  loca tion  or sta tus o f insureds.
•  A u d it  p re m iu m s ,  p rem ium s determ ined from  data  developed by p e ri­
odic aud its  o f insureds’ records or from  period ic reports subm itted  by 
insureds. A n  a u d it m ay re su lt in  an add itio na l p rem ium  or a re tu rn  
prem ium . A n  exam ple o f a policy subject to  a u d it prem ium s is a 
w orkers ’ com pensation policy fo r w h ich  the  p rem ium  is based on the 
p ayro ll o f the employer.
•  R e tro s p e c tiv e  p re m iu m  a d ju s tm e n ts , m od ifica tions o f the  prem ium s 
a fte r e xp ira tion  o f the  policies. A n  ad justm ent is based on the  experi­
ence o f an in d iv id u a l r is k  d u rin g  the  te rm  o f the  policy and is genera lly  
subject to  m axim um  and m in im u m  p rem ium  lim its  specified in  the  
policy.
•  P o lic y h o ld e r  d iv id e n d s ,  d ividends pa id  to  policyholders e ith e r in  cash 
or as cred its aga inst each po licyho lder’s next renew al p rem ium .
H om e O ffice  an d  B ranch  O ffice  R ecordkeep ing
3.24 Record-processing functions perform ed th rough  branch locations 
va ry  among p rope rty  and lia b ility  insurance companies. F u rth e r, those func­
tions m ay va ry  depending on w he ther the  company is d irec t b illin g  or agency 
b illin g . The use o f EDP has decentra lized a c tiv itie s  th rough  com puter in p u t- 
o u tp u t devices fo r rem ote locations in  branch and fie ld  offices. F or rem ote e n try  
and access, the branch office, in  effect, functions as an extension o f the home 
office’s centra lized  data  processing.
3.25 F or branch operations in  w h ich  processing, accounting, and record­
keeping a c tiv itie s  are decentra lized, several a lte rn a tive  approaches exist. The 
m ore e ffic ien t and effective m ethods m in im ize  d up lica tion  and re s u lt in  com­
p a tib ility  between the b ranch and home office procedures.
3.26 Companies m ay fo llow  these procedures fo r con tro lling  policies and 
app lica tions fo r policies a t th e ir  branch offices:
•  A pp lica tions are fo rw arded to  the  home office da ily , w ith  or w ith o u t 
contro l lis tings .
•  A pp lica tions are accompanied by contro l lis tin g s  th a t have been ba l­
anced to en tries made in  branch records.
•  A pp lica tions are re ta ined  a t the  branch offices, and on ly m on th ly  
sum m ary jo u rn a l en tries  are tra n sm itte d  to  the home office fo r e n try  
in  the general ledger.
•  Po licy num bers are assigned a t branch offices or the home office, and 
overa ll num erica l contro l o f policies is m a in ta ined  a t the home office.
3.27 Companies m ay fo llow  these procedures to  contro l cash receipts a t 
th e ir  branch offices:
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•  B ranch  offices prepare jo u rn a l en tries and fo rw a rd  them  w ith  the  cash 
to  the  home office fo r deposits.
•  B ranch  offices deposit cash in  th e ir  b ranch  accounts and tra n s m it 
copies o f the  deposit slips and sta tem ents o f cash app lica tions to  the 
home office.
•  B ranch  offices deposit loca lly , and fo rw a rd  on ly the  bank receipts to 
the  home office. B ranch  offices fo rw a rd  m on th ly  jo u rn a l entries th a t 
sum m arize the  m on th ly  deposits to  the  home office.
3.28 Home office record-m aintenance m ethods m ay inc lude—
•  D up lica tion  o f branch records.
•  M aintenance o f de ta iled  en tries o f policies fo r s ta tis tica l purposes b u t 
on ly  a contro l account fo r uncollected prem ium s.
•  Use o f sum m ary contro ls received m on th ly  from  the  branches fo r both  
p rem ium s and cash.
Prem ium s Transaction Flow
3.29 The fo llow ing  sum m arizes the prem ium s transac tion  flow  o f an 
insurance company:
a. A n  agent o r b roke r subm its a b inde r or a pp lica tion  fo r a policy to  the 
insurance company, o ften w ith  a deposit p rem ium .
b. U n d e rw ritin g  evaluates the  ris k , o ften us ing  predeterm ined accep­
tance c r ite r ia  and o ther factors such as a know ledge o f the agent or 
broker.
c. I f  the r is k  is accepted, the am ount o f p rem ium  is determ ined, and 
the  po licy is issued. P rem ium s are genera lly  established by class 
ra tin g , in d iv id u a l ra tin g , o r m e rit ra tin g . I f  the  app lica tion  is denied, 
the  deposit p rem ium  is re tu rned  to  the app lican t w ith  an explana­
tion .
d . A  decision to  re insure  p a rt or a ll o f the  r is k  is made. I f  re insurance 
is  chosen, the re insurance company is no tified , and the  am ount o f 
ceded p rem ium  is determ ined.
e. P rem ium s are b ille d  e ith e r by agency b illin g  us ing  an account cu r­
re n t w ith  the  agent o r by d irec t b illin g . W ritte n  p rem ium s are 
recorded as an unearned p rem ium  reserve and are recognized as 
revenue over the  period o f r is k  in  p ropo rtion  to  the  am ount o f 
insurance p ro tection  provided.
f . Com m issions and o ther costs o f acqu iring  business are paid. C e rta in  
costs, know n as d e fe rre d  a c q u is it io n  costs, typ ic a lly  are cap ita lized  
and am ortized over the te rm  o f the policy.
g . P rem ium s m ay be adjusted over the  life  o f the  po licy or a t the 
exp ira tio n  o f the  policy. A d justm ents  m ay re s u lt from  aud its , en­
dorsem ents, or retrospective ra tin g .
Accounting Principles
3.30 M any specialized in d u s try  accounting p rinc ip les fo r insurance en te r­
prises are specified in  FASB S tatem ent No. 60. (A d d itio n a l guidance is  lis ted  
in  paragraph  4.01.) The fo llow ing  is a b r ie f discussion o f the  p rinc ip les and 
policies re la tin g  to  the  p rem ium  cycle. Readers should re fe r to  the FASB 
S tatem ent fo r specific guidance. M ost p rope rty  and lia b il ity  insurance con­
trac ts  are c lassified as sh o rt-du ra tion  contracts, and th is  guide genera lly  
focuses on such contracts.
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R evenue Recognition 2
3.31 P rem ium s from  a sh o rt-du ra tion  contract o rd in a rily  should be recog­
nized as revenue over the  period o f the contract in  p ropo rtion  to  the  am ount o f 
insurance p ro tection  provided. T h is  genera lly  resu lts  in  p rem ium s being rec­
ognized as revenue evenly over the contract period. U nder a few  k inds  o f 
contracts, the  period o f r is k  d iffe rs  s ig n ifica n tly  from  the  contract period. A n  
exam ple is insurance policies fo r recrea tiona l vehicles issued fo r an annua l 
period, covering cla im s th a t are incu rred  p r im a r ily  in  the  sum m er m onths. 
U nder o ther k inds  o f contracts, the  am ount o f coverage declines over the 
contract period on a scheduled basis. In  those cases, the  p rem ium  is recognized 
as revenue over the period o f r is k  in  p ropo rtion  to  the am ount o f insurance 
pro tection  provided. U nearned prem ium s, th a t p o rtion  o f the  p rem ium  a p p li­
cable to  the  unexpired  period o f the  policy, are included as an unearned 
p rem ium  reserve w ith in  the company’s balance sheet.
3.32 As discussed in  FASB S tatem ent No. 60, some prem ium s are subject 
to  subsequent ad justm ent (fo r example, re trospective ly  ra ted  or o ther experi­
ence-rated insurance contracts). In  these cases, the  p rem ium  is  determ ined 
a fte r the period o f the  contract and is based on c la im  experience, o r reporting - 
fo rm  contracts, fo r w h ich  the  p rem ium  is adjusted a fte r the period o f the 
contract based on the va lue o f insu red  p roperty . If ,  as is u sua lly  the  case, the 
u ltim a te  p rem ium  is  reasonably estim able, the  estim ated u ltim a te  p rem ium  
should be recognized as revenue over the  period o f the contract. I t  should be 
revised to re flec t c u rre n t experience. However, i f  the  u ltim a te  p rem ium  cannot 
be reasonably estim ated, the cost-recovery m ethod o r the deposit m ethod m ay 
be used u n til the u ltim a te  p rem ium  becomes reasonably estim able. U nder the 
cost-recovery m ethod, p rem ium s are recognized as revenue in  am ounts equal 
to  estim ated cla im s as insured  events occur u n t il the  u ltim a te  p rem ium  is 
reasonably estim able, and recogn ition  o f income is postponed u n t il then. U nder 
the deposit m ethod, p rem ium s are no t recognized as revenue and claim s are 
no t charged to  expense u n til the u ltim a te  p rem ium  is reasonably estim able, 
and income recogn ition  is postponed u n t il th a t tim e.
3.33 U nder SAP, w ritte n  prem ium s are genera lly  recorded on the effec­
tive  date o f the  contract, w ith  an unearned p rem ium  reserve established to 
re flec t the  am ount o f p rem ium  fo r the  p o rtion  o f insurance coverage th a t has 
no t ye t expired. SSAP No. 53, notes “The exposure to  insurance r is k  fo r m ost 
p rope rty  and casua lty insurance contracts does not va ry  s ig n ifica n tly  d u rin g  
the  contract period. Therefore, p rem ium s from  those types o f contracts sha ll be 
recognized in  the sta tem ent o f income, as earned p rem ium , us ing  e ith e r the 
d a ily  p ro -ra ta  or m on th ly  p ro -ra ta  m ethods as described in  paragraph 7 [o f 
SSAP No. 53]. C e rta in  sta tem ents provide fo r d iffe re n t m ethods o f recognizing 
p rem ium  in  the sta tem ent o f operations fo r specific types o f contracts.” As 
noted in  paragraph 3.02, w orkers com pensation contracts have prem ium s th a t 
m ay va ry  period ica lly , w h ich  is w hy p rem ium s are a llowed to be recorded on 
an in s ta llm e n t basis w h ich  is s im ila r to  the  b illin g  frequency.
P o licy  A cqu isition  Costs
3.34 A cqu is itio n  costs are those costs th a t va ry  w ith  and are p r im a r ily  
re la ted  to  the acqu is ition  o f new and renew al insurance contracts. Exam ples o f 
such costs are commissions and other costs, such as salaries o f ce rta in  employees
2 For SEC registrants, additional guidance is provided by SAB No. 101, Revenue R ecogn ition  in  
F in a n c ia l S tatem ents, as amended and codifed by SAB No. 103, U pdate a nd  C od ifica tion  o f S ta ff  
A cco u n tin g  B u lle tin s  (Codification of Staff Accounting Bulletins, Topic 13, Revenue R ecogn ition ) as 
amended by SAB No. 104, R evision  o f  Topic 13 (Codification of Staff Accounting Bulletins, Topic 
13—Revenue R ecogn ition , Section A—Selected Revenue R ecogn ition  Issues).
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invo lved in  the  u n d e rw ritin g  and policy-issue functions, as w e ll as p rem ium  
taxes and inspection fees th a t are p r im a r ily  re la ted  to insurance contracts 
issued o r renewed d u rin g  the period in  w h ich  the  costs are incu rred . A cqu is i­
tio n  costs should be cap ita lized  and am ortized  by a m ethod s im ila r to  th a t used 
fo r am o rtiz in g  unearned prem ium s. The com puta tion  should be made by 
reasonable groupings o f the  company’s business in  a m anner consistent w ith  
the  company’s m anner o f acqu iring , servicing, and m easuring the p ro fita b ility  
o f its  insurance products. I f  deferred acqu is ition  costs are based on the  re la ­
tio nsh ip  o f costs incu rred  to  w ritte n  prem ium s, called the  e q u ity - in -u n e a rn e d -  
p re m iu m  m ethod, such re la tio n sh ip  should be consistently  app lied th roughou t 
the  te rm  o f the  policies unless ad justm ents fo r deficiencies are requ ired . U nder 
SAP, acqu is ition  costs are expensed as incurred .
Prem ium  D eficiencies
3.35 A  p rem ium  deficiency re la tin g  to  sh o rt-du ra tion  insurance contracts 
ind icates a probable loss on prem ium s ye t to  be earned. A  p rem ium  deficiency 
should be recognized i f  the sum o f expected c la im  costs and cla im  ad justm ent 
expenses, expected d iv idends to  policyholders, unam ortized  acqu is ition  costs, 
and m aintenance costs exceeds re la ted  unearned p rem ium s and an tic ipa ted  
investm en t income. To determ ine i f  a p rem ium  deficiency exists, insurance 
contracts should be grouped consisten tly  w ith  the company’s m anner o f acqu ir­
ing , servicing, and m easuring the p ro fita b ility  o f its  insurance contracts. A  
p rem ium  deficiency is recognized by f ir s t  charging unam ortized  acqu is ition  
costs to  expense to  the  exten t requ ired  to  e lim ina te  the deficiency. D isclosure 
is requ ired  about w he ther the  insurance company considers an tic ipa ted  inves t­
m ent income in  d e te rm in ing  w he ther a p rem ium  deficiency re la tin g  to  short- 
d u ra tio n  co n tra c ts  e x is ts . I f  th e  p re m iu m  d e fic ie n cy  is  g re a te r th a n  
unam ortized  acqu is ition  costs, a l ia b il ity  fo r the  excess deficiency should be 
accrued. U nder SAP, SSAP No. 53 incorporates the  same basic prem ise fo r 
de te rm in ing  a p rem ium  deficiency reserve b u t notes the fo llo w in g  in  para ­
graph 15, “ Com m ission and o ther acqu is ition  costs need not be considered in  
the  p rem ium  deficiency analysis to  the  exten t they  have p rev ious ly  been 
expensed. F or purposes o f d e te rm in ing  i f  a p rem ium  deficiency exists, in s u r­
ance contracts sha ll be grouped in  a m anner consistent w ith  how  policies are 
m arketed, serviced and m easured. A  lia b il ity  sha ll be recognized fo r each 
group ing  where a p rem ium  deficiency is ind icated. Deficiencies sha ll no t be 
offset by an tic ipa ted  p ro fits  in  o ther po licy groupings.”
Accounting for Contracts That Do Not Transfer 
Insurance Risk
3.36 SOP 98-7, D e p o s it A c c o u n t in g :  A c c o u n tin g  f o r  In s u ra n c e  a n d  R e in ­
s u ra n c e  C o n tra c ts  T h a t  D o  N o t  T ra n s fe r  In s u ra n c e  R is k ,  provides guidance on 
how to  account fo r insurance and reinsurance contracts th a t do no t tran s fe r 
insurance ris k . The tra n s fe r o f insurance r is k  requ ires tra n s fe rrin g  both 
tim in g  r is k  and u n d e rw ritin g  ris k . SOP 98-7 applies to  a ll en titie s  and a ll 
insurance and reinsurance contracts th a t do n o t tra n s fe r insurance ris k , except 
fo r long-dura tion  life  and h ea lth  insurance contracts. The m ethod used to 
account fo r insurance and reinsurance contracts th a t do no t tra n s fe r insurance 
r is k  is re fe rred  to as d e p o s it a c c o u n tin g . SOP 98-7 n e ith e r addresses when 
deposit accounting should be applied, nor provides c r ite r ia  to  m ake th a t 
de te rm ina tion . Such guidance is provided on a case-by-case basis in  the a p p li­
cable pronouncem ents. (Paragraph 44 o f FASB S ta te m en t No. 5, A c c o u n t in g
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f o r  C o n tin g e n c ie s , FASB S tatem ent No. 113, A c c o u n t in g  a n d  R e p o r t in g  f o r  
R e in s u ra n c e  o f  S h o r t -D u ra t io n  a n d  L o n g -D u ra t io n  C o n tra c ts , E IT F  Issue No. 
93-6, and E IT F  Issue No. 93-14 provide guidance on when deposit accounting 
should be app lied  to  insurance and reinsurance contracts.) The accounting by 
the  insu red  and in su re r are sym m etrica l, except as noted in  paragraph 15 o f 
SOP 98-7.
3.37 P aragraph 9 o f SOP 98-7 requires th a t a t inception, a deposit asset 
or l ia b il ity  be recognized fo r insurance or re insurance contracts accounted fo r 
under deposit accounting and should be m easured based on the  consideration 
pa id  o r received, less any e x p lic it ly  id e n tifie d  prem ium s o r fees to  be re ta ined  
by the  in su re r or re insu re r, irrespective  o f the  experience o f the  contract. 
A ccounting fo r such fees should be based on the te rm s o f the  contract. D eposit 
asset and lia b ilit ie s  should be reported on a gross basis, unless the r ig h t o f 
se to ff exists as defined in  FASB In te rp re ta tio n  No. 39, O ffs e tt in g  o f  A m o u n ts  
R e la te d  to  C e r ta in  C o n tra c ts .
3.38 Paragraphs 10 th ro ug h  17 o f SOP 98-7 provide guidance about the  
m easurem ent o f the deposit asset o r lia b il ity  a t subsequent rep o rting  dates. 
The subsequent m easurem ent o f the  deposits is  based upon w he the r the 
insurance and reinsurance contract (1) transfe rs  on ly  s ign ifican t tim in g  risk , 
(2) trans fe rs  on ly  s ig n ifica n t u n d e rw ritin g  ris k , (3) transfe rs  n e ith e r s ig n ifi­
cant tim in g  nor u n d e rw ritin g  r is k , o r (4) has inde te rm ina te  risk .
3.39 Paragraphs 18 and 19 o f SOP 98-7 requ ire  the fo llo w in g  disclosures:
a . E n tit ie s  shou ld  disclose a d escrip tio n  o f the  con tracts  accounted 
fo r as deposits and th e  separate am ounts o f to ta l deposit assets 
and to ta l deposit lia b ilit ie s  repo rted  in  th e  s ta te m e n t o f fin a n c ia l 
pos ition .
b. Insurance enterprises should disclose the  fo llow ing  in fo rm a tio n  re ­
gard ing  the  changes in  the recorded am ount o f the deposit a ris ing  
from  an insurance or reinsurance contract th a t transfe rs  on ly  s ig n ifi­
cant u n d e rw ritin g  r is k :
(1) The present values o f in it ia l expected recoveries th a t w il l  be 
re im bursed under the insurance o r reinsurance contracts th a t 
have been recorded as an ad justm ent to incu rred  losses.
(2) A n y  ad justm ents o f am ounts in it ia lly  recognized fo r expected 
recoveries. (The in d iv id u a l com ponents o f the  a d ju s tm e n t 
[m eaning, in te re s t accrual, the present va lue o f a dd itio na l ex­
pected recoveries, and the  present va lue o f reductions in  ex­
pected recoveries] should be disclosed separate ly.)
(3) The a m o rtiza tion  expense a ttr ib u ta b le  to  the  e xp ira tion  o f cov­
erage provided under the  contract.
3.40 U nder SAP, guidance on accounting fo r contracts th a t do no t tra n s ­
fe r r is k  can be found in  SSAP No. 52, D e p o s it-T y p e  C o n tra c ts , w h ich  is gener­
a lly  the  same p rinc ip les as under GAAP. S truc tu red  se ttlem ents should be 
recorded consistent w ith  the  accounting provided fo r s truc tu red  settlem ents in  
SSAP No. 65, P ro p e r ty  a n d  C a s u a lty  C o n tra c ts .
Special Risk Considerations
3.41 To p lan  and ca rry  ou t tests o f transactions in  the  p rem ium  cycle, i t  
is  h e lp fu l fo r the a u d ito r to  understand the  specific conditions th a t m ay 
increase the  risks  o f e rro r or frau d  in  the transactions and re la ted  account 
balances. These conditions m ay be pecu lia r to an in d iv id u a l company’s busi­
ness practices, m arke ts, products, o r r is k  ph ilosoph ies. T h is  section p rovides
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examples o f conditions th a t m ay ind ica te  special ris ks  in  the p rem ium  cycle 
and th a t m ig h t be considered by the  a u d ito r in  the  aud it. The factors consid­
ered in  assessing r is k  should be evaluated in  com bination  in  m ak ing  an overa ll 
judgm en t; the  presence o f some factors in  iso la tion  w ou ld  no t necessarily 
ind ica te  increased risk .
3.42 The fo llo w in g  are examples o f conditions th a t m ay ind ica te  special 
risks  in  the  p rem ium  cycle:
•  R apid g row th  in  p rem ium  volum e
•  N ew  lines o f business
•  Changes in  p ric in g  or u n d e rw ritin g  practices
•  P rem ium  deficiencies
•  D is tr ib u tio n  o f products th rough  the  In te rn e t
3.43 In  e va lua ting  the use o f an tic ipa ted  investm en t income in  ca lcu la t­
ing  a p rem ium  deficiency, the  a u d ito r should consider rev iew ing  the company’s 
cash flow  assum ptions and ca lcu lations based on an tic ipa ted  c la im  paym ent 
patte rns.
3.44 The a u d ito r m ust also recognize th a t m any areas o f the  p rem ium  
cycle, such as policy acqu is ition  costs, loss ra tios , and p rem ium  deficiencies, 
m ay be evaluated th rough  the use o f a loss reserve specialist. In  these cases, 
the  a u d ito r should re fe r to  C hapter 4 o f th is  guide.
Accounting by Certain Entities That Lend to or Finance  
the Activities of O thers
3.45 SOP 01-6, A c c o u n tin g  by  C e r ta in  E n t it ie s  (In c lu d in g  E n t it ie s  W ith  
T ra d e  R e ce iva b le s ) T h a t  L e n d  to  o r  F in a n c e  th e  A c t iv it ie s  o f  O th e rs , provides 
accounting guidance to  any e n tity  th a t lends to  or finances the a c tiv itie s  o f 
others. The sum m ary o f s ign ifican t accounting policies m ust include the basis 
fo r accounting fo r trade  receivables, and the c lass ifica tion  and m ethod o f 
accounting fo r o ther receivables. Receivables fo r p rope rty  and lia b ility  compa­
nies include, b u t are no t lim ite d  to, m ortgage loans, agents’ balances, p re m i­
um s receivable, w o rke rs ’ com pensation deductib le recoveries, re insurance 
recoverables, and securities on deposit w ith  state insurance departm ents 
(w h ich  requ ire  fin a n c ia l sta tem ent disclosure). SOP 01-6 requ ires th a t a de­
scrip tion  o f the  accounting policies and m ethodology the  e n tity  used to  e s ti­
m ate its  allowance fo r doub tfu l accounts be included in  the  notes to  the  
fin a n c ia l statem ents. Such a descrip tion  should id e n tify  the  factors th a t in f lu ­
enced m anagem ent’s jud gm e n t and m ay also include discussion o f r is k  ele­
m ents re leva n t to  p a rtic u la r categories o f fin a n c ia l in s trum en ts . In  add ition , 
SOP 01-6 requ ires th a t the sum m ary o f s ig n ifica n t accounting policies include 
the  po licy fo r charg ing  o ff unco llectib le  trade  receivables.
3.46 The SOP, requ ires disclosure o f the  m ethod fo r recognizing in te re s t 
income on loans, in c lu d in g  a sta tem ent about the  e n tity ’s po licy fo r trea tm en t 
o f re la ted  fees and costs, in c lu d ing  the m ethod o f a m o rtiz ing  ne t deferred fees 
or costs. In  add ition , paragraph 13(b) o f SOP 01-6 requires “a descrip tion  o f the 
accounting policies and m ethodology the  e n tity  used to estim ate its  allowance 
fo r loan losses, allowance fo r d oub tfu l accounts, and any lia b il ity  fo r o f f  balance 
sheet c red it losses and re la ted  charges fo r loan, trade  receivables or o ther 
c red it losses, (w hich) should be included in  the notes to  the fin a n c ia l s ta te ­
m ents. Such a descrip tion  should id e n tify  the  factors th a t in fluenced manage­
m en t’s jud gm e n t and m ay also include discussion o f r is k  elem ents re levan t to 
p a rtic u la r categories o f fin a n c ia l in s tru m e n ts .”
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3.47 A d d itio n a lly , SOP 01-6 requ ires th a t the  sum m ary o f s ig n ifica n t 
accounting policies include:
•  the  po licy fo r p lac ing  loans on nonaccrual s ta tus and record ing  pay­
m ents received on nonaccrual loans, and the  po licy fo r resum ing 
accrual o f in te re s t
•  the  po licy fo r charg ing  o ff unco llectib le  loans
•  the  po licy fo r de te rm in in g  past due o r delinquency status.
SOP 01-6 requ ires th a t the allowance fo r c red it losses, and, as applicable, any 
unearned income, any unam ortized  p rem ium s or discounts, and any ne t unam ­
o rtized  deferred fees and costs be disclosed in  the  fin a n c ia l statem ents. In  
add ition , SOP 01-6 requ ires th a t the recorded investm en t in  loans on nonac­
c rua l sta tus as o f each balance-sheet date be disclosed in  the  notes to  the  
fin a n c ia l sta tem ents. The recorded investm en t in  loans past due n in e ty  days 
or more and s t i l l  accru ing  should also be disclosed. SOP 01-6 conta ins o ther 
p resen ta tion  and disclosure requ irem ents th a t m ay app ly to  the  fin an c ia l 
sta tem ents o f insurance en titie s . Readers should re fe r to  the fu ll te x t o f SOP 
01-6 when e va lua ting  lend ing  and fin anc ing  a c tiv itie s  o f p rope rty  and lia b ility  
insurance enterprises.
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Chapter 4 
The Loss Reserving and Claims Cycle
Accounting Practices
4.01 Sources fo r specialized in d u s try  accounting p rinc ip les fo r insurance 
enterprises include FASB S tatem ent No. 60, FASB S tatem ent No. 97, FASB 
S tatem ent No. 113, and SOP 92-5, A c c o u n t in g  f o r  F o re ig n  P ro p e r ty  a n d  L ia b i l ­
i t y  R e in s u ra n c e , SOP 94-5, D is c lo s u re s  o f  C e r ta in  M a tte rs  in  th e  F in a n c ia l  
S ta te m e n ts  o f  In s u ra n c e  E n te rp r is e s ,  as amended by SOP 01-5, A m e n d m e n ts  to  
S p e c if ic  A IC P A  P ro n o u n c e m e n ts  f o r  C h an ges  R e la te d  to  th e  N A IC  C o d if ic a t io n ,  
SOP 97-3, A c c o u n t in g  by  In s u ra n c e  a n d  O th e r  E n te rp r is e s  f o r  In s u ra n c e -  
R e la te d  A ssessm e n ts , SOP 98-7, D e p o s it A c c o u n t in g :  A c c o u n t in g  f o r  In s u ra n c e  
a n d  R e in s u ra n c e  C o n tra c ts  T h a t  D o  N o t  T ra n s fe r  In s u ra n c e  R is k ,  and SOP 
00-3, A c c o u n t in g  by  In s u ra n c e  E n te rp r is e s  f o r  D e m u tu a liz a t io n s  a n d  F o rm a ­
t io n s  o f  M u tu a l In s u ra n c e  H o ld in g  C o m p a n ie s  a n d  f o r  C e r ta in  L o n g -D u ra t io n  
P a r t ic ip a t in g  C o n tra c ts .
4.02 U nder GAAP, lia b ilit ie s  fo r the  cost o f unpa id  cla im s, in c lu d ing  
estim ates o f the cost o f cla im s incu rre d  b u t no t reported, are accrued when 
insured  events occur. The lia b il ity  fo r unpa id  cla im s should be based on the 
estim ated u ltim a te  cost o f se ttlin g  the  cla im s (th a t is, the to ta l paym ents 
expected to  be m ade) and should include the effects o f in fla tio n  and o ther social 
and economic factors. E s tim a ted  recoveries on unpa id  claim s, such as salvage 
and subrogation are deducted from  the lia b il ity  fo r unpa id  claim s. A  lia b ility  
fo r those ad justm ent expenses expected to be incu rre d  in  the  se ttlem ent o f 
unpa id  cla im s should be accrued w hen the re la ted  lia b il ity  fo r unpa id  cla im s 
is accrued. Changes in  estim ates o f the  lia b ilit ie s  re su ltin g  from  th e ir  period ic 
rev iew  and differences between estim ates and u ltim a te  paym ents are reflected 
in  the  income o f the  period in  w h ich  the  estim ates are changed o r the  c la im  is 
settled. I f  the  lia b ilit ie s  fo r unpa id  cla im s and c la im -ad justm en t expenses are 
discounted (th a t is, the lia b ilit ie s  are no t recorded a t th e ir  u ltim a te  cost 
because the  tim e  va lue  o f the  m oney is taken  in to  consideration), the am ount 
o f the  lia b ilit ie s  presented a t present va lue in  the  fin a n c ia l sta tem ents and the 
range o f in te re s t ra tes used to  d iscount those lia b ilit ie s  are requ ired  to  be 
disclosed. F or pub lic  companies, the  SEC s ta ff issued S ta ff A ccounting  B u lle tin  
No. 62, D is c o u n t in g  by  P ro p e r ty / C a s u a lty  In s u ra n c e  C o m p a n ie s , (C od ifica tion  
o f S ta ff A ccounting  B u lle tin s , Topic 5-M is c e lla n e o u s  A c c o u n tin g , Section N - 
D is c o u n t in g  by  P ro p e r ty  / C a s u a lty  In s u ra n c e  C o m p a n ie s ), w h ich  discusses the 
appropria te  accounting and fin a n c ia l rep o rting  when a company adopts or 
changes its  po licy w ith  respect to  d iscoun ting  ce rta in  unpa id  cla im s lia b ilit ie s  
re la ted  to  sho rt-du ra tion  insurance contracts. The SEC issued F ina nc ia l Re­
p o rtin g  Release No. 20, R u le s  a n d  G u id e  f o r  D is c lo s u re s  C o n c e rn in g  R eserves  
f o r  U n p a id  C la im s  a n d  C la im  A d ju s tm e n t  E xpenses  o f  P ro p e r ty -C a s u a lty  
U n d e rw r ite rs ,  w h ich  requ ires add itio na l disclosures concerning the  u n d e rw rit­
ing  and cla im s reserv ing  experience o f p roperty-casua lty  u nd erw rite rs . The 
SEC s ta ff also issued S ta ff Accounting  B u lle tin  No. 87, C o n tin g e n c y  D is c lo ­
su re s  o n  P ro p e r ty  /  C a s u a lty  In s u ra n c e  R eserves f o r  U n p a id  C la im  C osts, (Codi­
fic a tio n  o f S ta ff A ccoun ting  B u lle tin s , Topic 5-M is c e lla n e o u s  A c c o u n tin g ,  
Section W -C o n tin g e n c y  D is c lo s u re s  R e g a rd in g  P ro p e r ty  /  C a s u a lty  In s u ra n c e  
R eserves f o r  U n p a id  C la im  C o sts ), w h ich  p rovides guidance concern ing  those
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unce rta in ties  su rround ing  p rope rty  and casualty loss reserves th a t m ay re ­
qu ire  FASB S tatem ent No. 5, C o n tin g e n c y  D is c lo s u re s  and S ta ff Accounting  
B u lle tin  No. 92, A c c o u n t in g  a n d  D is c lo s u re s  R e la t in g  to  L o ss  C o n tin g e n c ie s , 
(C odifica tion  o f S ta ff A ccounting  B u lle tin s , Topic 5-M is c e lla n e o u s  A c c o u n tin g ,  
Section Y -A c c o u n tin g  a n d  D is c lo s u re s  R e la t in g  to  L o ss  C o n tin g e n c ie s , Topic
10- U t i l i t y  C o m p a n ie s , Section F -P re s e n ta tio n  o f  L ia b i l i t ie s  f o r  E n v iro n m e n ta l 
C o sts ), w h ich  provides the  SEC s ta ff 's in te rp re ta tio n  o f cu rre n t accounting 
lite ra tu re  re la tin g  to  the  fo llow ing :
•  O ffsetting o f probable recoveries against probable contingent lia b ilitie s
•  Recognition o f lia b ilit ie s  fo r costs apportioned to  o ther p o te n tia l re ­
sponsible parties
•  U nce rta in ties  in  e s tim a tion  o f the  exten t o f env ironm enta l o r p roduct 
l ia b ility
•  The appropria te  d iscount ra te  fo r env ironm enta l o r p roduct lia b ility , 
i f  d iscounting  is appropria te
•  A ccounting  fo r e x it costs
•  F ina nc ia l sta tem ent disclosures and disclosure o f ce rta in  in fo rm a tio n  
outside the  basic fin a n c ia l statem ents
Statutory A ccounting  Practices
4.03 U nder SAP, as noted in  SSAP No. 55, U n p a id  C la im s , Losses a n d  
L o ss  A d ju s tm e n t  E xpe nse s , paragraph 4, “ C laim s, losses, and loss/cla im  a d jus t­
m ent expenses sha ll be recognized as expense when a covered or insu red  event 
occurs. . .  . C la im  paym ents and re la ted  expense paym ents are made sub­
sequent to  the  occurrence o f a covered or insured  event and, in  o rder to 
recognize the  expense o f a covered o r insured  event th a t has occurred, i t  is 
necessary to  estab lish  a lia b ility . L ia b ilitie s  sha ll be established fo r any unpa id  
cla im s and unpa id  losses (loss reserves), unpa id  loss/cla im  ad justm ent ex­
penses (loss/claim  ad justm ent expense reserve) and incu rre d  costs, w ith  a 
corresponding charge to  incom e.” A d d itio n a l SAP guidance can be found in  
SSAP No. 62, P ro p e r ty  a n d  C a s u a lty  R e in s u ra n c e , and SSAP No. 65, P ro p e r ty  
a n d  C a s u a lty  C o n tra c ts . S ta tu to ry  accounting practices (SAP), w h ich  va ry  by 
state, are s im ila r to  G AAP fo r transactions in  the  cla im s cycle— estim ated 
lia b ilit ie s  fo r unpa id  cla im s, in c lu d in g  IB N R  and c la im -ad justm en t expenses, 
are accrued when the  insured  events occur; however, there  are ce rta in  d iffe r­
ences. U nder SAP, re insurance recoverable on unpa id  losses is deducted from  
the lia b il ity  fo r unpa id  claim s.
4.04 As noted in  SSAP No. 65, paragraph  10, “W ith  the  exception o f fixed  
and reasonably determ inable  paym ents such as those em anating  from  w o rk ­
ers’ com pensation ta b u la r in d e m n ity  reserves and long-te rm  d is a b ility  claim s, 
p rope rty  and casua lty loss reserves sha ll no t be discounted.”  The fin an c ia l 
sta tem ents should disclose i f  the  lia b ilit ie s  fo r unpa id  losses o r unpa id  loss 
ad justm ent expenses are discounted, see SSAP No. 65, paragraphs 14 and 15, 
fo r requ ired  disclosures.
4.05 F or SAP, reinsurance recoverable balances are segregated between 
those recoverable from  companies authorized by the  state to  transact re in su r­
ance and those recoverable from  o ther companies, ca lled u nauthorized  re in su r­
ers. U nder s ta tu to ry  accounting practices, w hen re insurance is placed w ith  an 
unau tho rized  company, w h ich  is therefore n o t subject to  its  ju r is d ic tio n  and 
regu la tion , the  ceding company m ust m a in ta in  and re p o rt a lia b il ity  account 
(or accounts) fo r reserve credits taken and the losses recoverable th a t have been 
recorded to  the  ex ten t i t  has no t re ta ined  funds o r obta ined le tte rs  o f c red it.
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Types of Business and Their Effect on the Estimation Process
4.06 The reporting and payment characteristics of a company’s losses will 
differ depending on the types of policies written. Insurance policies may be 
categorized in several different ways:
•  By policy duration (short-duration or long-duration)
•  By type of coverage provided (occurrence basis or claims-made basis)
•  By kind of insurance underwritten—in this chapter, the terms line o f  
business and type o f  risk are used interchangeably to mean kind of 
insurance underwritten (for example, property, liability, workers’ 
compensation, and reinsurance)1
Policy Duration
4.07 Insurance policies are considered to be either short-duration or 
long-duration. Policies are considered short-duration when the contract pro­
vides for insurance coverage for a fixed period of short duration and enables 
the insurer to not renew the contract or adjust the provisions of the contract at 
the end of the contract period. Policies are considered long-duration when the 
contract provides for insurance coverage for an extended period and is not 
generally subject to unilateral changes in its provisions. Because most policies 
written by property and liability insurance companies are short-duration 
policies, only short-duration contracts are considered in this chapter.
Type of Coverage
4.08 Insurance policies may be issued on either an occurrence basis or a 
claims-made basis. Occurrence-basis policies provide coverage for insured 
events occurring during the contract period, regardless of the length of time 
that passes before the insurance company is notified of the claim. Under 
occurrence-basis policies, claims may be filed months or years after the policy 
contract has expired, making it difficult to estimate the eventual number of 
claims that will be reported. Theoretically, a pure claims-made policy only 
covers claims reported to the insurer during the contract period; however, in 
practice, claims-made policies generally cover claims reported to either the 
insurer or the insured during the contract period. As a result, claims may be 
reported to the insurer after the contract expires. Even if claims have been 
reported to the insurer during the contract period, it may take several months 
for the insurer to investigate and establish a case reserve for reported claims. 
In practice, most claims-made insurance policies contain “extended reporting” 
clauses or endorsements that provide for coverage, in specified circumstances, 
of claims occurring during the contract period but reported after the expiration 
of the policy. In many states, a claims-made insurance policy is required to (a) 
contain an extended-reporting clause, (b ) provide for the purchase, at the 
policyholder’s option, of “tail coverage,” that is, coverage for events occurring 
during the policy term but reported after the initial policy expires, or (c) 
provide for automatic tail coverage upon the death, disability, or retirement of 
the insured. Thus, in practice, claims-made policies can resemble occurrence- 
basis policies. If a claims-made insurance policy provides for coverage of claims 
incurred during the policy period but reported to the insurer after the end of 
the policy period, loss reserve requirements for such claims should be considered.
1 The terms line of business and type of risk are used interchangeably to mean kind of insurance 
underwritten.
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Kind  of In su rance  U n d erw ritten , Line of B u sin ess, o r Type of R isk
4.09 The k in d  o f insurance u n d e rw ritte n  by p rope rty  and lia b il ity  in s u r­
ance companies m ay be b road ly  categorized in to  five  classes o f coverage: 
p rope rty , lia b ility , w orkers ’ com pensation, sure ty, and fid e lity . A d d itio n a lly , 
policies m ay be w ritte n  as p rim a ry  coverage or reinsurance assumed.
4.10 C laim s can be fu rth e r  classified as p rim a ry  o r re insurance. P rim a ry  
coverage invo lves policies w ritte n  between an in su re r and a custom er d irec tly . 
Reinsurance coverage involves the tra n s fe r o f the in su re r’s r is k  to  a re insu re r 
(see C hapter 6). Retrocession (som etim es also called re insurance) invo lves the 
fu rth e r  tra n s fe r o f the  re in su re r’s r is k  to  a retrocessionaire (som etim es also 
called a “re in su re r” ). Excess cla im s are those in  w h ich  another in su re r o r the 
insu red  pays a s ig n ifica n t p o rtion  o f the  c la im  am ount (called a re ten tion ) 
before the excess coverage responds. R etentions can be thousands o f do lla rs or 
m illio n s  o f do llars, depending on the s itua tion .
4.11 P rope rty  cla im s genera lly  are reported and se ttled  qu ick ly , often 
w ith in  several m onths. Some exceptions to  th is  general ru le  are coverages 
know n as business in te rru p tio n  insurance and ocean m arine  insurance. Prop­
e rty  c la im s u sua lly  are firs t-p a rty  claim s, th a t is, they  are d irec t ob liga tions o f 
the in su re r to pay the insured, w ith  the c la im an t being the  policyho lder. In  
add ition , the  occurrence and the  exten t o f p rope rty  losses are re la tiv e ly  easily 
determ inable  because the  cla im s re la te  to  tang ib le  p roperty . The processing o f 
p rope rty  cla im s is o ften stream lined  th ro ug h  b u lk  reserv ing  o r sm all-c la im  
procedures in  w h ich  m any sm all cla im s are sum m arized and aggregated.
4.12 L ia b ility  cla im s are reported  more s low ly th a n  p rope rty  cla im s, and 
se ttlem ent is o ften delayed, especially i f  lit ig a tio n  is invo lved. L ia b ility  cla im s 
are th ird -p a rty  cla im s in  w h ich  the  in su re r has agreed to  pay, defend, o r settle  
claim s made by th ird  parties  aga inst the  insured. A  single insu red  event m ay 
re su lt in  several cla im ants. In  processing a l ia b ility  c la im , m any companies 
keep a single file  fo r each insu red  event, w ith  separate id e n tifica tio n  o f each 
c la im ant.
4.13 W orkers ’ com pensation cla im s are reported  q u ick ly , and some claim s 
are se ttled  slow ly. The am ount o f m ost c la im  paym ents is set by la w  and m ay 
change d u rin g  the life  o f a cla im . A  c la im  se ttlem en t is characterized by 
num erous paym ents to  the c la im ants o r su rv ivors fo r m edical expenses and 
loss o f earnings, possibly over extended periods o f tim e.
4.14 In  some instances, su re ty o r fid e lity  c la im s m ay be reported  and 
settled  ve ry  s low ly because the  loss m ay be discovered m onths o r years a fte r i t  
has occurred. D e te rm in in g  the  exten t o f the  loss also o ften takes a long tim e. 
F ina nc ia l guarantee insurance has become a s ign ifican t insured  r is k  to  some 
companies. F ina nc ia l guarantees include the  guarantee ing  o f in te re s t and 
p rin c ip a l paym ents on corporate and m un ic ipa l debt, the  guarantee ing  o f 
lim ite d  pa rtne rsh ip  obligations, and a num ber o f o the r products in  w h ich  the 
insurance company takes on an ob liga tion  to  pay a t some la te r  date. The 
u ltim a te  exposure to a large  loss can be h ig h  w ith  fin a n c ia l guarantees.
4.15 Some lines o f insurance are com m only re fe rred  to  as “ lo n g -ta il”  lines 
because o f the  extended tim e  requ ired  before claim s are u ltim a te ly  settled. 
Exam ples o f lo n g -ta il lines are autom obile bod ily  in ju ry  lia b ility , w orkers ’ 
com pensation, professional lia b ility , and o ther lines such as products and 
um bre lla . L ines o f insurance in  w h ich  cla im s are se ttled  re la tiv e ly  q u ick ly  are 
called “ s h o rt-ta il”  lines. I t  is genera lly  m ore d if f ic u lt to  estim ate loss reserves 
fo r lo n g -ta il lines because o f the long period th a t elapses between the  occur­
rence o f a c la im  and its  f in a l d isposition, and the  d iff ic u lty  o f es tim a ting  the 
se ttlem ent va lue o f the  claim .
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The Transaction Cycle
4.16 A lth ou g h  specific procedures va ry  from  company to  company, there  
is a common p a tte rn  to  the  flo w  o f transactions th rough  the  c la im s cycle, w h ich  
consists o f the  fo llo w in g  m a jo r functions: c la im  acceptance and processing, 
cla im  adjustm ent and estim ation, cla im  settlem ent, and loss reserve evaluation.
C la im  A ccep tan ce  a n d  Processing
4.17 N otice o f a  loss o r accident is received a t the home o r b ranch office 
d ire c tly  from  the  insu red  o r th rough  agents. A  file  num ber fo r the  c la im , w h ich  
form s the  basis fo r a ll fu tu re  references, is  assigned to the  case, u sua lly  in  
num erica l sequence, and a loss file  and abstract are prepared. Po licy app lica­
tions  o r o the r records o f insurance coverage are exam ined to  determ ine 
w he ther the  loss is covered by the  insurance po licy and w he ther the policy was 
in  force a t the  tim e  the  loss occurred. Questions o f coverage are u sua lly  ra ised 
w hen the  case is new. F a ilu re  to  ra ise questions p ro m p tly  m ay be p re ju d ic ia l 
to  a company’s r ig h ts . I f  i t  appears th a t the c la im  is covered, the  case is 
assigned to  an adjuster. Some companies estab lish  a d ia ry  file  instead o f a 
c la im  file  when a notice o f an inc id en t is received and the  company is not 
ce rta in  th a t the  facts requ ire  them  to  estab lish  a c la im  file  and record an 
estim ate. F or example, an insured  under a lia b il ity  po licy m ay re p o rt an in ju ry  
b u t the  in ju ry  is no t expected to  re s u lt in  a cla im . The d ia ry  file  item s m ay be 
re fe rred  to  as p recau tionary  cla im s in  the  context o f excess claim s.
4.18 C la im  file  face sheets con ta in ing  abstracts o f coverage and loss 
notices are prepared along w ith  in fo rm a tio n  fo r la te r  use in  the  developm ent 
o f s ta tis tics  used fo r reserve analysis and product p ric ing . In  add itio n  to  the  
lin e  o f business c lass ifica tion , cla im s are classified by state, loca tion  o f r is k , 
date o f loss, and po licy year. Coding o f cla im s data  is im p o rta n t because e rrors 
in  coding data  d ire c tly  a ffect the re lia b ility  o f in fo rm a tio n  used to re p o rt 
h is to rica l cla im s experience as w e ll as analyses o f cu rre n t c la im  ob ligations 
w h ich  the  company and the  a u d ito r use to  evaluate  the  adequacy o f loss 
reserves. Am ong the  m ost im p o rta n t dates th a t m ig h t affect loss reserve 
developm ents are the  accident date, po licy effective date, c la im  rep o rting  date 
(date reported  to  company), c la im  record ing  date (date the  c la im  is entered on 
the  company’s com puter record ing system), c la im  paym ent date, and c la im  
reopening date (there  m ay be more th a n  one reopening date). C la im s data m ust 
also be p rope rly  coded to  m eet the  s ta tu to ry  rep o rting  requ irem ents o f the  
annua l s ta tem ent and to  provide s ta tis tics  to  support ra te  filing s .
4.19 S m alle r and “one-shot” cla im s are processed by less expensive m eth ­
ods. U sua lly  a c la im  file  is  no t prepared, and a separate reserve estim ate  is not 
recorded. A ll s ta tis tica l and accounting m atte rs  are processed on the date o f 
paym ent, and average reserve e s tim a tion  m ethods are used between the  rep o rt 
and se ttlem en t dates.
C la im  A djustm ent an d  Estim ation
4.20 C la im s a d jus ting  involves (a ) a  fie ld  inves tiga tion , (b ) an appra isa l 
and negotia tion  o f the c la im  subject to the appropria te  supervision, and (c ) 
approval by the  company’s claim s departm ent. Through  an investiga tion , the 
ad jus te r determ ines, among o ther th ings, w he ther the  c la im ed loss a c tua lly  
occurred, h is  o r he r estim ate o f the  am ount o f the  loss, w he ther the loss m ay 
be excludable under the te rm s o f the  policy, and w he ther the  company has a 
r ig h t to  recover p a rt o r a ll o f the loss th rough  salvage, o r subrogation. Salvage 
is a con tractua l r ig h t o f recovery th a t en title s  the  in su re r to  any proceeds from  
the disposal o f damaged p ro pe rty  fo r w h ich  th e  c la im  has been p a id , such as
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the sale o f a wrecked autom obile  to a ju n kya rd . Subrogation is the  lega l r ig h t 
o f the  in su re r to  recover from  a th ird  p a rty  who m ay be w h o lly  or p a rtly  
responsible fo r the loss pa id  under the  te rm s o f the  policy, such as recovery 
from  an employee fo r the  em ployer’s loss covered by a fid e lity  bond.
4.21 Insurance companies use several d iffe re n t m ethods to ad just claim s. 
Companies m ay use home o r branch office adjusters, who are sa la ried  em ploy­
ees o f the  company, o r independent adjusters, who are professionals who 
charge fees fo r th e ir  inve s tiga tion  and ad justm ent service. Insurance compa­
nies m ay also jo in  together to  fo rm  an ad justm ent bureau to  w h ich  they  m ay 
re fe r claim s. Subject to ce rta in  lim ita tio n s , an ad justm ent bureau acts fo r each 
m em ber company in  the  ad justm ent and negotia tion  o f claim s, w ith  the  com­
pany re ta in in g  the f in a l a u th o rity  fo r approval. Expenses o f the ad justm ent 
bureau are shared among m embers, u sua lly  based on the  num ber or d o lla r 
vo lum e o f cla im s re fe rred  to  the bureau fo r ad justm ent. M ost companies use a 
com bination o f m ethods to  a d jus t claim s. They m ay have a c la im  b ranch office 
established fo r closer supervis ion and b e tte r contro l o f the cost o f adjustm ents 
in  te rr ito rie s  in  w h ich  they have a la rge r concentra tion o f risks. In  the  te rr ito ­
ries in  w h ich  th e ir  business does no t w a rra n t the estab lishm ent o f a c la im  
b ranch office, they m ay use independent adjusters or jo in  an ad justm ent 
bureau.
4.22 As soon as practicab le, an a d jus te r estim ates the to ta l expected 
am ount th a t is  payable on a cla im . Such an estim ate m ay be determ ined by the 
average cost per case based on experience fo r the lin e  o f business, or m ay be 
based on specific in fo rm a tio n  on the in d iv id u a l case. The estim ate is revised in  
response to  changes in  experience or as investiga tions progress and fu rth e r 
in fo rm a tio n  is received.
4.23 Companies have d iffe re n t approaches to  estab lish ing  reserves on 
in d iv id u a l c la im  files. F or some companies the  case reserve represents the 
am ount the  company w ou ld  pay as a se ttlem ent based on the  facts in  the  file  
a t th a t tim e . Reserves based on th a t approach tend, in  the  aggregate, to  be 
inadequate to  pay the  u ltim a te  cost o f the  reported claim s. F or o ther compa­
nies, the  c la im  reserve represents a “worst-case”  v iew  o f the  in ju ry  and the 
lia b il ity  o r coverage issues presented by the  case. Reserves based on th is  
approach tend, in  the  aggregate, to exceed the u ltim a te  cost o f the  reported 
claim s.
4.24 F or m ost companies, the philosophy in tended fo r in d iv id u a l c la im  
reserv ing  fa lls  between the  examples described above. F or purposes o f estab­
lis h in g  an appropria te  fin a n c ia l sta tem ent reserve, the  m ost im p o rta n t factors 
to  consider are (a) the  h is to rica l adequacy o r inadequacy o f to ta l reserves, (b ) 
the consistency in  the  reserving  approach fo llow ed by the company, and (c) the 
a v a ila b ility  o f an a c tu a ria l/s ta tis tica l ana lysis o f reserves.
4.25 H igh  ju r y  awards, m alpractice  claim s, s truc tu red  settlem ents, and 
the  p ro life ra tio n  o f mass to r t and la te n t in ju ry  claim s, such as those fo r in ju rie s  
caused by the  env ironm ent and asbestos, have com plicated the c la im  estim a­
tio n  process. S truc tu red  settlem ents p o te n tia lly  a llow  companies to u ltim a te ly  
pay lesser am ounts on cla im s by purchasing  annu ities  to  pay settlem ents to 
c la im ants over fu tu re  periods. The s truc tu red  se ttlem ent a llows a company to 
e lim ina te  the  reserve th a t was recorded fo r the  c la im , even i f  i t  exceeded the 
am ount pa id  fo r the settlem ent. However, i f  the  s truc tu red  se ttlem ent is made 
to the c la im an t w ith  recourse, the  in su re r is u ltim a te ly  liab le  and should 
account fo r the  s truc tu red  se ttlem ent as reinsurance receivable from  a re tro ­
active reinsurance contract. Mass to r t and la te n t in ju ry  claim s have affected 
com panies in d ire c tly  th ro u g h  th e ir  p a rtic ip a tio n  in  pools and associations,
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such as the  s ign ifican t reserves th a t the  in d u s try  had to  provide fo r b lack-lung  
claim s. The advent o f such claim s has requ ired  a h ighe r leve l cla im s-review  
process. M ost companies now use a v a rie ty  o f h ig he r leve l review s, such as 
those by cla im s com m ittees and in-house counsel.
C la im  Settlem ent
4.26 C la im  and c la im  expense paym ents o rig ina te  w ith  signed proofs o f 
loss, releases, m edical b ills , re p a ir b ills , or invoices fo r fees o f independent 
adjusters o r law yers. W hen these documents are received, th ey  are reviewed 
and compared w ith  the  c la im  file s  before paym ent is  authorized. A u thorized  
paym ents are then  posted to  the  face sheets.
4.27 M ethods o f paym ent va ry  among insurance companies. Approved 
documents m ay be fo rw arded to  the  cashier fo r d ra ft o r check p repa ra tion , or 
the  c la im  departm ent m ay have a u th o rity  to  issue d ra fts . In  m any companies, 
a u th o rity  to  issue d ra fts  m ay be g iven to  fie ld  offices, adjusters, and sometimes 
agents; in  those cases, copies o f the  d ra fts  and re la ted  supporting  documents 
are fo rw arded to  the  cla im s departm ent. A fte r processing, the  supporting  
documents are file d  in  the  re la ted  c la im  files.
4.28 Some companies record cla im s pa id  by checks or d ra fts  when issued. 
O the r insurance companies record cla im s pa id  w hen the  d ra fts  c lear the  bank. 
Source records are then  fo rw arded  to  the  da ta  processing departm ent fo r e n try , 
u sua lly  in  contro lled  batches, and to ta ls  o f pa id  losses are posted to  the general 
ledger. Changes in  paym ent procedures o r changes in  the  d e fin itio n  o f paym ent 
date fo r coding purposes can affect loss reserve developments.
4.29 The tre a tm e n t o f s truc tu red  settlem ents is d iffe re n t between SAP 
and GAAP. SSAP No. 65, paragraph 18, states “ S ta tu to ry  accounting and 
genera lly  accepted accounting p rinc ip les  (GAAP) are consistent fo r the  ac­
coun ting  o f s truc tu red  se ttlem ent a nnu ities  where the  rep o rting  e n tity  is  the 
owner and payee, and where the c la im an t is the  owner and payee and the 
rep o rting  e n tity  has been released from  its  ob liga tion . GAAP d istingu ishes 
s truc tu red  se ttlem ent annu ities  where the owner is the  c la im an t and a leg a lly  
enforceable release from  the  re p o rtin g  e n tity ’s l ia b il ity  is obta ined from  those 
where the  c la im an t is the  owner and payee b u t the  rep o rting  e n tity  had not 
been released from  its  ob liga tion . GAAP requires the  de fe rra l o f ga in  re su ltin g  
from  the purchase o f a s truc tu red  se ttlem en t a n n u ity  where the  c la im an t is the 
owner and payee ye t the re p o rtin g  e n tity  has no t been released from  its  
ob liga tion . S ta tu to ry  accounting trea ts  these settlem ents as completed tra n s ­
actions and considers the  earnings process complete, thereby a llow ing  fo r 
im m edia te  ga in  recogn ition .”  A lso see paragraph 19 o f SSAP No. 65 fo r d isclo­
sure item s fo r s truc tu red  settlem ents.
R ein su ran ce  R ece ivab le
4.30 Upon rece iv ing  a  notice o f a  c la im , the  c la im s departm ent in  conjunc­
tio n  w ith  the  re insurance departm ent genera lly  determ ines w he ther there  is 
any r ig h t o f recovery under a re insurance agreem ent. D a ily  reports  show pro 
ra ta  re insurance  in fo rm a tio n . Recoveries u nd e r quota-share re insurance 
agreements are u sua lly  based on to ta l cla im s figu res period by period. Excess 
reinsurance is  determ ined by cla im s adjusters based on re insurance contracts. 
Reinsurance arrangem ents on lia b il ity  policies m ay include provis ions such 
th a t i f  aggregate cla im s from  a common occurrence exceed a re ten tion , then  the 
excess am ounts are covered by the  re insu re r. Recoveries under such aggregate 
excess re insurance trea ties  are coded s im ila r ly  to  catastrophe claim s. (C hapter
6 describes re insurance contracts.)
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4.31 W hen i t  is  determ ined th a t there  w ill be reinsurance receivable on a 
c la im , the estim ated am ount receivable is u sua lly  recorded in  the c la im  file  and 
the  data  processing records. Notices o f losses are sent to  the re insu re rs  in  
accordance w ith  te rm s o f the  reinsurance contracts. A lthough  some re in su r­
ance contracts conta in  provisions fo r im m ediate  recovery fo r losses over a 
stated am ount, recoveries are n o rm a lly  se ttled  m o n th ly  or q u a rte rly , some­
tim es by being deducted from  the prem ium s due to  the re insurers.
Salvage and Subrogation
4.32 A fte r a c la im  has been settled, the  p oss ib ility  o f salvage or subroga­
tio n  m ay exist. Perhaps the  s im p lest approach to d e te rm in ing  the  an tic ipa ted  
receivable is to estim ate loss reserves using  loss data  th a t is  net o f salvage and 
subrogation recoveries. M any o f the reserv ing  m ethods fo r losses and loss- 
ad justm ent expenses, however, can also be used to estim ate salvage and 
subrogation recoveries.
Claims Transaction Flow
4.33 The claim s transaction  flow  in  an insurance company is sum m arized 
as fo llows:
a . The insured  reports  the  loss to  h is  or he r agent or d ire c tly  to  the 
company. I f  the in su rin g  company has a cen tra l loss-reporting  fa c il­
ity , the  agency instead  places the  insu red  in  contact w ith  the fa c ility , 
w h ich  w ill  obta in  the  de ta ils  o f the  loss from  the insured  and prepare 
a loss report. Insurance companies u sua lly  have separate depart­
m ents to  handle  such claim s; la rg e r companies m ay even have 
separate departm ents to handle  each k in d  o f claim .
b. The loss is assigned a c la im  num ber and entered, e ith e r m an ua lly  or 
th rough  IT  m edia, on the  company’s loss reg is te r. C la im  num bers are 
genera lly  assigned sequen tia lly  or by policy num ber.
c. A  file  is established to  accumulate pertinen t data and correspondence.
d . C oncurren t w ith  estab lish ing  a file , a copy o f the  policy (called the 
d a ily ) u nder w h ich  the c la im  is being made is exam ined to  determ ine 
the am ount o f coverage and w he ther the c la im an t was, a t the  tim e  
o f occurrence, insu red  aga inst the  k in d  o f loss suffered. The copy o f 
the  d a ily  m ay be included in  the  c la im  file  fo r fu rth e r reference and 
docum entation.
e. A n  ad juste r is  assigned to investiga te  the  loss. The ad juste r m ay be 
an employee o f the  insurance company, its  agent, or an independent 
professional. The ad juste r helps determ ine the  am ount o f loss, esti­
m ate the reserve requ ired , and provide in fo rm a tio n  such as photo­
graphs, police reports, m edical reports, sta tem ents o f witnesses, and 
any o ther p e rtin e n t item s to  substan tia te  the loss.
f .  A  reserve (case outstand ing) is established fo r the  estim ated d o lla r 
am ount o f loss th a t w ill u lt im a te ly  be pa id  on the cla im . Reserves are 
d if f ic u lt to  estim ate because in  some cases the  severity  o f a loss or 
the  effects o f in ju rie s , w h ich  m ay become apparent a t some fu tu re  
tim e , are no t re a d ily  subject to  cu rre n t de te rm ina tion . M any compa­
nies have m in im u m , m axim um , o r average am ounts o f reserves 
established fo r reported  cla im s derived from  th e ir  experience o f past 
c la im  settlem ents.
AAG-PLI 4.31
The Loss Reserving and C laim s Cycle 101
g . Reinsurance applicable to  the  c la im  is reviewed, and reinsurance- 
receivables are established i f  the  c la im  is subject to  the  te rm s o f a 
reinsurance agreem ent; i f  necessary, the  re insu re rs  are no tified . I f  
salvage or subrogation rig h ts  m ay be availab le , the  appropria te  
n o ta tion  and controls should also be posted.
h . A fte r  negotia tion  w ith  the  c la im an t, a check or d ra ft is  issued fo r the 
am ount o f the  adjusted cla im . On rece ip t o f paym ent, the c la im an t 
genera lly  signs a release in d ica tin g  th a t fin a l se ttlem en t has been 
received.
i .  I f  re insurance applies, loss paym ents receivable are posted to  the  
appropria te  contro l fo r sum m ary rep o rting  to  the re insu re rs  or, i f  
necessary, a p roo f o f loss requesting  paym ent is prepared and fo r­
w arded to  the  re insurers.
Com ponents of Loss Reserves
4.34 Loss reserves are an in su re r’s estim ate o f its  l ia b ility  fo r the  unpa id  
costs o f insu red  events th a t have occurred. A n  insurance company’s loss 
reserves consist o f one or more o f the  components described below. A ll o f these 
components should be considered in  the  loss-reserving process b u t m ay not 
have to  be separate ly estim ated.
C a se -b a s is  rese rves— The sum o f the  values assigned by cla im s ad­
ju s te rs  to  specific know n claim s th a t were recorded by the  insurance 
company b u t no t ye t pa id  a t the fin a n c ia l s ta tem ent date. Th is 
chap ter describes the  m ost common m ethods used by companies to 
estab lish case-basis reserves.
C a se -d e ve lo p m e n t rese rves— The difference between the case-basis 
reserves and the  estim ated u ltim a te  cost o f such recorded claim s. 
T h is com ponent recognizes th a t case-basis reserves, w h ich  are e s ti­
m ates based on incom plete o r p re lim in a ry  data, w il l  p robably d iffe r 
from  u ltim a te  se ttlem ent am ounts. A ccording ly, a sum m ation  o f 
case-basis reserve estim ates m ay no t produce the  m ost reasonable 
estim ate o f th e ir  u ltim a te  cost.
In c u r re d  b u t  n o t re p o rte d  ( IB N R )— The estim ated cost to settle  
cla im s a ris in g  from  insured  events th a t occurred b u t were no t re ­
ported  to  the insurance company as o f the  fin a n c ia l s ta tem ent date. 
T h is  component includes reserves fo r b u lk  provisions or claim s “ in  
tra n s it,”  th a t is, cla im s reported  to  the  company b u t n o t ye t recorded 
and included in  the  case-basis reserve. B u lk  provis ions are reserves 
included w ith  o ther IB N R  reserves to  re flec t deficiencies in  know n 
case reserves.
R e o p e n e d -c la im s  rese rve— The cost o f fu tu re  paym ents on cla im s 
closed as o f the  fin a n c ia l s ta tem ent date th a t m ay be reopened due 
to  circum stances unforeseen a t the  tim e  the  cla im s were closed.
Sometimes, case-development reserves, IB N R , and the reopened-claim s re ­
serve are ca lcu lated as a single reserve and b road ly  re fe rred  to  as IB N R . In  
a dd ition  to  the  basic components o f loss reserves, a company w ill  also need to 
estim ate  the  effect o f the  fo llow ing  components:
R eserves f o r  loss  a d ju s tm e n t expenses (L A E )  represent expected pay­
m ents fo r costs to  be incu rre d  in  connection w ith  the  ad justm ent and 
recording o f losses. SSAP No. 55, paragraph 5, notes th a t loss a d jus t­
m ent expenses can be classified as “Defense and Cost C on ta in m en t
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(DCC) and A d ju s tin g  and O the r (AO). DCC includes defense, lit ig a ­
tio n , and m edical cost conta inm ent expenses, w he ther in te rn a l or 
externa l. AO  are those expenses o the r th a n  D C C .. . .  A nd  include 
b u t are no t lim ite d  to  the  fo llo w in g  item s: (a) Fees and expenses o f 
adjusters and se ttlin g  agents, (6) Loss ad justm ent expenses fo r 
p a rtic ip a tio n  in  vo lu n ta ry  and in v o lu n ta ry  m a rke t pools i f  reported 
by ca lendar year, (c) A tto rn e y  fees incu rred  in  the de te rm ina tion  o f 
coverage, in c lu d in g  lit ig a tio n  between the rep o rting  e n tity  and the 
po licyho lder; and (d ) Fees and salaries fo r appraisers, p riva te  inves­
tiga to rs , hea ring  representatives, re inspectors and frau d  investiga ­
tors, i f  w o rk ing  in  the capacity o f an ad juster.”
R e d u c tio n  f o r  s a lv a g e — The estim ated am ount receivable by the 
in su re r from  the  d isposition  o f damaged o r recovered property. 
P o te n tia l salvage on pa id  and unpa id  losses should be considered in  
th is  estim ate.
R e d u c tio n  f o r  s u b ro g a tio n — The estim ated am ount receivable from  
th ird  parties  from  whom  the  insured  m ay have the r ig h t to  recover 
damages. The insured, hav ing  collected benefits from  the insu re r, is 
requ ired  to  subrogate such rig h ts  to  the  insu re r.
D r a f ts  o u ts ta n d in g — Some insurance companies m ay elect to  pay 
cla im s by d ra ft ra th e r th a n  by check and m ay no t record the d ra fts  
as cash d isbursed u n t il the d ra fts  are presented to  the in su re r by the 
bank. A  lia b il ity  fo r d ra fts  ou ts tand ing  is requ ired  on ly  i f  cash 
d isbursem ents and c la im  s ta tis tica l in fo rm a tio n  are no t recorded 
concurren tly , thereby c rea ting  a tim in g  difference. Because the  c la im  
s ta tis tica l in fo rm a tio n  is updated to  re flec t the  paym ent, no loss 
reserve is recorded fo r the c la im ; however, because the  d ra ft has no t 
been presented, a d ra fts  ou ts tand ing  lia b il ity  is  requ ired .
R e se rve s  f o r  asse ssm e n ts  b a se d  o n  p a id  losses— The estim ated 
am ount o f fu tu re  assessments re la tin g  to  paym ents on losses in ­
cu rred  p rio r to  the fin a n c ia l sta tem ent date. A n  exam ple is assess­
m ents by sta te  w orkers ’ com pensation second-in jury funds.2 In  
practice some companies included such assessments as losses, w h ile  
others record them  as taxes. SSAP No. 35, G u a ra n ty  F u n d  a n d  O th e r  
A ssessm e n ts , requ ires th a t companies record changes in  the  reserve 
in  taxes, licenses and fees.
R e in s u ra n c e  re ce iva b le s— A m ounts th a t w i l l  be recovered from  re in ­
surers fo r losses and LA E  accrued, in c lu d in g  IB N R  losses accrued. 
A m ounts receivable from  re insu re rs  on pa id  and unpa id  losses are 
genera lly  classified as assets.
4.35 M any insurance companies do no t separate ly value each o f the 
reserve components lis ted  above. F requen tly , an insurance company’s reserve 
fo r case developm ent is combined w ith  its  reserve fo r IB N R  claim s. R e insur­
ance and o the r recoveries m ay be netted  against c la im  paym ents in  the 
insurance company’s records. In  those s itua tions, in it ia l reserve estim ates are 
also ne t o f recoveries; separate analysis is then  perform ed to determ ine the 
appropria te  am ount to  record as the re insurance receivable asset. DCC m ay be 
combined w ith  loss paym ents and inc luded  in  these components.
2 SOP 97-3 provides gu idance on accoun ting  by insu rance  and o th e r e n te rp rises  fo r  assessm ents 
used to  fu n d  seco nd -in ju ry  funds. See A p p e n d ix  R  o f th is  gu ide.
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Estimating M ethods3
4.36 V arious a n a ly tica l techniques exis t to  assist m anagem ent, consu lt­
in g  actuaries, and independent aud ito rs  in  es tim a ting  and e va lua ting  the 
reasonableness o f loss reserves. These techniques genera lly  consist o f s ta tis ti­
cal analyses o f h is to rica l experience and are com m only re fe rred  to as loss 
reserve projections.
4.37 Loss reserve pro jections are used to  develop loss reserve estim ates. 
U nderstand ing  and assessing the  v a r ia b ility  o f these estim ates and the  re li­
a b ility  o f h is to rica l experience as an in d ica to r o f fu tu re  loss paym ents requ ire  
a ca re fu l ana lysis o f the h is to rica l loss data  and the use o f pro jection  methods 
th a t are sensitive to  the p a rtic u la r circum stances.
4.38 The data used fo r pro jections is genera lly  grouped by lin e  o f business 
and m ay be fu rth e r c lassified by a ttr ib u te s  such as geographic location, under­
w r it in g  class, o r type o f coverage to  im prove the  hom ogeneity o f the  data  w ith in  
each group. The data is  then  arranged chronolog ica lly. The fo llow ing  are dates 
th a t are key to  c lass ify ing  the  chronology o f the  data.
P o lic y  d a te — The date on w h ich  the contract becomes effective (also 
re fe rred  to  as the  u n d e rw ritin g  date).
A c c id e n t d a te — The date on w h ich  the accident (or loss) occurs.
R e p o rt d a te — The date on w h ich  the company f ir s t  receives notice o f 
the  cla im .
R e c o rd  d a te — The date on w h ich  the company records the  c la im  in  
its  s ta tis tica l system.
C lo s in g  d a te — The date on w h ich  the  c la im  is closed.
4.39 A fte r  the  data  has been grouped by lin e  o f business and by chronol­
ogy, i t  m ay then  be arrayed to  fa c ilita te  the analysis o f the  data, h ig h lig h t 
trends, and p e rm it ready ex trapo la tion  o f the data. The fo llo w in g  are examples 
o f types o f data  th a t are com m only arrayed and analyzed:
•  Losses paid
•  Losses incu rred
•  Case reserves ou ts tand ing
•  C la im  u n its  reported
•  C la im  u n its  pa id
•  C la im  u n its  closed
•  C la im  u n its  ou tstand ing
•  DCC paid
•  DCC ou ts tand ing
•  Salvage and subrogation recovered
•  Reinsurance recovered
•  Reinsurance receivable
•  P rem ium s earned
•  P rem ium s in  force
•  Exposures earned
•  Policies in  force
3 An Auditing Interpretation to SAS No. 47, A u d it  R isk  a n d  M a te r ia lity  in  C onducting  a n  A u d it  
(AU sec. 9312), as amended, expands the guidance of SOP 92-4, A u d it in g  Insu rance  E n titie s ’ Loss 
Reserves. Readers should refer to these publications for additional information.
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4.40 The data  m ay be cum u la tive  o r increm enta l, gross or ne t o f re in su r­
ance, gross o r n e t o f salvage and subrogation, o r combined w ith  DCC data. The 
data  m ay be s tra tif ie d  by size o f loss or o ther c rite ria . Because cla im  data  and 
characteristics such as dates, type o f loss, and c la im  counts s ig n ifica n tly  affect 
reserve es tim ation , controls should be established over the recording, c lass ifi­
cation, and accum ula tion  o f h is to rica l data  used in  the  d e te rm ina tion  o f loss 
reserves. E x h ib it B -1 in  A ppend ix B o f the  a u d it guide presents examples o f 
such contro l ac tiv ities .
4.41 Loss reserve pro jections can be perform ed using  a va rie ty  o f m athe­
m a tica l approaches rang ing  from  sim ple a rith m e tic  pro jections us ing  loss 
developm ent factors to complex s ta tis tica l models. P ro jection m ethods basi­
ca lly  fa ll in to  th ree  categories:
•  E x tra po la tio n  o f h is to rica l loss do llars
•  P ro jection o f separate frequency and severity  data  (the num ber o f 
cla im s th a t w ill be pa id  or closed and the  average costs o f these claim s)
•  Use o f expected loss ra tios
4.42 W ith in  each o f these m ethods, there  are a va rie ty  o f techniques and 
loss data  th a t m ay be used; there  are also m ethods th a t combine features o f 
these basic m ethods. No single p ro jection  m ethod is in h e re n tly  b e tte r th a n  any 
o ther in  a ll circum stances.
4.43 F o llow ing  is a b r ie f sum m ary o f some com m only used pro jection  
methods.
M e th o d  B a s is
Loss E x tra po la tio n  
Paid loss Uses on ly  pa id  losses. O u ts tand ing  case reserves are not
considered.
In cu rred  loss Uses pa id  losses p lus reserves on ou ts tand ing  claim s.
Average Severities Uses various c la im  count and average cost per c la im  
data  on e ithe r a pa id  or incu rred  basis.
Loss R atio  Uses various form s o f expected losses in  re la tio n  to
p rem ium s earned.
4.44 The decision to  use a p a rtic u la r pro jection  m ethod and the  resu lts  
obta ined from  th a t m ethod should be evaluated by considering the inh e re n t 
assum ptions und e rly in g  the m ethod and the appropriateness o f these assump­
tions to  the circum stances. S ta b ility  and consistency o f data are extrem ely 
im p o rta n t. Changes in  variab les, such as ra tes o f c la im  paym ents, c la im  
departm ent practices, case-basis reserving  adequacy, c la im  rep o rting  rates, 
m ix  o f business, re insurance re te n tio n  levels, and the  legal environm ent, m ay 
have a s ign ifican t effect on the  pro jection  and m ay produce d is to rtions  or 
con flic ting  resu lts. Reference should be made to the section in  th is  chapter 
t it le d  “Changes in  the E n v ironm en t” [paragraphs 4.63 th rough  4.66] fo r a 
discussion o f how changes in  variab les m ay affect the  loss-reserving process. 
The resu lts  o f any pro jection  should be review ed fo r reasonableness by ana lyz­
in g  the  re su lta n t loss ra tio s  and losses per measure o f exposure.
Illustrative  Projection D ata
4.45 The fo llo w in g  tables are s im ple illu s tra tio n s  o f the  use o f the loss 
ex trapo la tion  m ethod to estim ate  u ltim a te  losses, as w e ll as the effects o f 
considering the resu lts  o f m ore th a n  one pro jection. In  these illu s tra tio n s , the
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re su lt o f e x trapo la ting  incurred-loss data  is compared w ith  the  re s u lt o f ex­
tra p o la tin g  paid-loss data. These tables are presented solely fo r the  purpose o f 
illu s tra tin g  the  m athem atica l m echanics o f the tw o pro jections. They do no t 
illu s tra te  the  requ ired  analysis o f the data, and consideration o f in te rn a l and 
exte rna l environm enta l va riab les th a t m ay affect the  c la im  paym ent and loss 
reserving  process.
4.46 Table 1 presents an illu s tra tio n  o f h is to rica l incurred-loss data. I t  
reflects, as an example, th a t the sum o f pa id  losses and case reserves ou ts tand ­
in g  a t the end o f 20X0 was $2,054; th a t sum increased to $2,717 in  the next 
year and increased to  $3,270 five  years la te r.
4.47 T h is  incurred-loss data  is f ir s t  used to  calculate h is to rica l period-to- 
period incurred-loss developm ent factors. These factors are used to  compare 
the  am ount o f incu rred  losses a t successive developm ent stages, and are 
illu s tra te d  in  Table 2, p a rt 1.
4.48 The ca lcu la tion  o f average h is to rica l period-to-period incurred-loss 
developm ent factors m ay be based on the use o f sim ple averages o f various 
period-to-period factors o r m ay be based on m ore complex w e ig h tin g  or tre n d ­
in g  techniques. These techniques can s ig n ifica n tly  affect the reserv ing  process 
and requ ire  judgm ent, understand ing , and experience. In  th is  exam ple, a 
s im ple average o f the  la tes t th ree  period-to-period factors has been calculated 
and is presented in  Table 2, p a rt 2.
T ab le  1 
Case-Basis In c u rre d -L o s s  D a ta  as o f 12/31/X9
D e ve lo p m e n t P e r io d  ( in  m o n th s )
Ac c id e n t
Y e a r 12 2 4 3 6 48 60 72 84 96 108  120
20 X 0 $2 ,054 $2 ,717 $2 ,979 $3 ,095 $3 ,199 $3 ,348 $3 ,270 $3 ,286 $3 ,299  $3 ,301
20X 1 2,213 2 ,9 80 3 ,269 3,461 3 ,551 3,592 3,631 3,643 3,651
20 X 2 2,341 3,125 3 ,513 3 ,6 95 3 ,7 98 3 ,8 49 3 ,8 72 3 ,8 76
20X 3 2,492 3,502 3 ,928 4,177 4,313 4 ,3 69 4 ,392
20 X 4 2,9 64 4 ,2 46 4 ,859 5,179 5,315 5,376
20X 5 3,3 94 4 ,9 29 5,605 5 ,9 57 6,131
20X 6 3,715 5,433 6,162 6,571
20X 7 4,157 5,912 6,771
20 X 8 4,5 73 6,382
20 X 9 4,785
4.49 Once h is to rica l period-to-period incurred-loss developm ent factors 
are calculated, fu tu re  period-to-period incurred-loss developm ent factors m ust 
be selected. The fu tu re  period-to-period factors m ust re flec t an tic ipa ted  d iffe r­
ences between h is to rica l and fu tu re  conditions th a t a ffect loss developm ent, 
such as changes in  the  u nd e rly in g  business, d iffe re n t in fla tio n  rates, or case- 
basis reserv ing  practices. In  the exam ple, no differences are an tic ipa ted  and 
the average h is to rica l factors have been chosen as the selected factors as shown 
in  Table 2, p a rt 2. The selected fu tu re  period-to-period factors are then  used to  
produce u ltim a te  incu rred  developm ent factors. The u ltim a te  factors are p re ­
sented in  Table 2, p a rt 3.
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T ab le  2 
P e rio d -to -P e rio d  In c u rre d -L o s s  D eve lopm en t F a c to rs  as o f 12/31/X9
D e ve lo p m e n t P e r io d  ( in  m o n th s )
A c c id e n t E s t.
Y e a r 12-24  2 4 -3 6  3 6 -4 8  4 8 -6 0  60-7 2  72-84 8 4 -9 6  9 6 -1 0 8  108 -1 2 0  T a il1
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P a rt 1: Period-to-Period H is to ric a l Loss Developm ent Factors
20 X 0 1.3232 1.096 1.039 1.034 1.047 0.977 1.005
20X 1 1.347 1.097 1.059 1.026 1.012 1.011 1.003
20 X 2 1.335 1.124 1.052 1.028 1.013 1.006 1.001
20X 3 1.405 1.122 1.063 1.033 1.013 1.005
20 X 4 1.433 1.144 1.066 1.026 1.011
20X 5 1.452 1.137 1.063 1.029
20 X 6 1.462 1.134 1.066
20 X 7 1.422 1.145
20 X 8 1.396
1.004 1.001 
1.002
P a rt 2: Period-to-P eriod Average Developm ent Factors
S im p le  A v e ra g e  o f  L a te s t  T h re e
1.427 1.139 1 .065 1 .029 1 .012 1.007 1 .003 1 .003 1 .001 1.000 
Selected F a c to rs
1.427 1 .139  1 .065 1 .029 1 .012 1.007 1 .003 1 .003 1 .001 1 .000 
P a rt 3: U ltim a te  Developm ent Factors Selected fo r  the P ro jection
1.8283 1 .281 1 .125 1 .056 1 .026 1 .014 1 .007 1.004 1.001 1.000
4.50 The loss reserve analysis has now reached the p o in t w here an in it ia l 
pro jection  o f u ltim a te  losses, as w e ll as an ind ica ted  p rovis ion  fo r unreported  
losses fo r each accident year, can be made by using  the  h is to rica l incurred-loss 
data  and the  u ltim a te  incurred-loss developm ent factors. T h is  in it ia l pro jection  
o f u ltim a te  losses is presented in  Table 3.
4.51 Tables 4 and 5 present paid-loss data  fo r the  same company whose 
incurred-loss data  was presented in  Table 1. The a rra y  o f paid-loss period-to- 
period developm ent factors presented in  Table 5 is  derived from  Table 4 using  
the same ca lcu la tion  m ethods used fo r incu rre d  losses in  Table 2. The im p or­
tance o f the use o f a ta i l  fac to r in  th is  ca lcu la tion  is apparent from  the 
period-to-period h is to rica l loss developm ent factors calculated in  Table 5. The 
ta il fac to r represents an estim ate o f the  developm ent o f losses beyond the 
period covered by the data  a rray. In  th is  instance, a ta il fac to r o f 1.01 was 
selected to  pro ject an add itio na l 1 percent o f losses to be pa id  from  the te n th  
developm ent year to  u ltim a te . Selection o f a ta il fac to r requires ca re fu l ju d g ­
m ent based on consideration o f company and in d u s try  experience fo r the line  
o f business, actuaria l studies, case reserves, and any other re levant in form ation.
1 Applies when the development period is determined to be longer than the period covered by 
the model (assumed to be 1.000 in this illustration).
2 The 24-month developed losses are divided by the 12-month developed losses from Table 1 
($2,717/$2,054 = 1.323).
3 The product of the remaining factors (1.427 X 1.139 X 1.065 X 1.029 X 1.012 X 1.007 X 1.003 
X 1.003 X 1.001 X 1.000 = 1.828) or the product of the 12-24 selected factor times the 24-36 ultimate 
factor (1.427 X 1.281 = 1.828).
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4.52 The in it ia l pro jection  o f u ltim a te  losses, using  the  h is to rica l paid  
losses and the  paid-loss u ltim a te  developm ent factors, is presented in  Table 6.
4.53 Table 7 compares the  resu lts  o f ex trapo la ting  paid-loss data  (Table 
6) w ith  the resu lts  o f e x tra po la tin g  incurred-loss data  (Table 3).
4.54 A lthough  a ll accident periods should be analyzed and trends eva lu­
ated, i t  is clear th a t a dd itio na l analysis o f accident year 20X9 losses is required. 
The difference between the  resu lts  obta ined from  the  tw o d iffe re n t pro jections 
is s ign ifican t. In it ia l inspection  w ill trace the  source o f the d ifference to  the 
h igh  leve l o f losses pa id  in  20X9 fo r accident year 20X9 re la tive  to  case-basis 
incu rre d  losses fo r the  same period. The loss reserving  analysis m ust focus on 
w he ther the  increase in  paym ents represents an acceleration o f paym ent 
a c tiv ity  or an increase in  the overa ll leve l o f losses incu rred  in  20X9. The 
bene fit o f us ing  more th a n  one p ro jection  is th a t i t  a llows fo r th is  k in d  o f 
ana lysis and com parison in  the eva lua tion  o f loss reserves.
T ab le  3 
In c u rre d -L o s s  P ro je c tio n  as o f 12/31/X9
A c c id e n t
Y e a r
C ase-B asis  
In c u r re d  Loss  
as o f  2 0 X 9 1
U lt im a te  
In c u rre d -L o s s e s  
D e ve lo p m e n t 
F a c to rs 2
P ro je c te d  
U lt im a te  Losses 
(2 ) x  (3)
P ro je c te d  
U n re p o rte d  
Loss  
(4 ) -  (2)
(1 ) (2 ) (3 ) (4) (5 )
20 X 0 $ 3 ,301 1.000 $ 3,301 $ 0
20X 1 3,651 1.001 3,655 4
20 X 2 3,8 76 1.004 3,892 16
20X 3 4,3 92 1.007 4,423 31
20 X 4 5,376 1.014 5,451 75
20X 5 6,131 1.026 6,290 159
20 X 6 6,571 1.056 6,939 368
20 X 7 6,771 1.125 7,617 846
2 0 X 8 6,382 1.281 8,175 1,793
2 0 X 9 4,785 1.828 8,747 3,962
T o ta l $51 ,23 6 $5 8 ,49 0 $7 ,254
1 From Table 1.
2 From Table 2, part 3.
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T a b le  4 
P a id -L o s s  D a ta  as o f  12/31/X9
D e v e lo p m e n t P e r io d  ( in  m o n th s )
A c c id e n t
Y e a r 1 2 2 4 3 6 4 8 6 0 72 8 4 9 6 1 0 8 1 2 0
20 X 0 $ 896 $1 ,716 $2 ,291 $2 ,696 $3 ,041 $3 ,096 $3 ,185 $3 ,235 $3 ,262 $3 ,276
20X 1 872 1,840 2,503 2,973 3,261 3,429 3,538 3 ,589 3,624
20X 2 968 1,975 2,683 3,185 3,494 3,670 3,763 3 ,819
20X 3 968 2,130 2 ,9 68 3,571 3,942 4,147 4 ,2 74
20 X 4 1,201 2,580 3,673 4,421 4 ,8 60 5,114
20X 5 1,348 2 ,9 96 4 ,2 07 5,115 5,632
20 X 6 1,340 3,146 4 ,5 20 5,496
20X 7 1,384 3,428 4 ,9 60
20X 8 1,568 3 ,6 96
20X 9 2,243
Table 5
P eriod -to -P eriod  Paid-Loss D evelopm ent Factors as o f 12/31/X9
D e v e lo p m e n t P e r io d  ( in  m o n th s )
A c c id e n t
Y e a r 1 2 -2 4 2 4 -3 6 3 6 -4 8 4 8 -6 0 6 0 -7 2  7 2 -8 4 8 4 -9 6 9 6 -1 0 8 1 0 8 -1 2 0
E s t.  
T a i l1
P a rt 1: Period-to-P eriod H is to r ic a l Loss Development Factors22
20 X 0 1.915 1.335 1.177 1.128 1.018 1 .029 1.016 1.008 1.004
20X 1 2.110 1.360 1.188 1.097 1.052 1.032 1.014 1.010
20X 2 2.040 1.358 1.187 1.097 1.050 1.025 1.015
20X 3 2.200 1.393 1.203 1.104 1.052 1.031
20 X 4 2.148 1.424 1.204 1.099 1.052
20X 5 2.223 1.404 1.216 1.101
20 X 6 2.348 1.437 1.216
20 X 7 2.477 1.447
20 X 8 2.357
P a rt 2: Period-to-P eriod Average Developm ent Factors
S im p le  A v e ra g e  o f  L a te s t  T h re e
2 .3 94 1.429 1.212 1.101 1.051 1.029 1.015 1.009 1.004 1.010
S e lec ted  F a c to rs
2 .394 1.429 1.212 1.101 1.051 1.029 1.015 1.009 1.004 1.010
P a rt 3: U ltim a te  Developm ent Factors Selected fo r  the P ro jection
5.127 2.142 1.499 1.237 1.123 1.069 1.039 1.023 1.014 1.010
1 A pp lies  w hen  th e  developm ent pe riod  is  de te rm in ed  to  be long e r th a n  th e  pe riod  covered by 
th e  m odel (assum ed to  be 1.010 in  th is  illu s tra tio n ) .
2 C om p uta tio ns  are  th e  same as those exp la ined  in  Table 2.
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U lt im a te  Lo ss P ro je c te d P ro je c te d
A c c id e n t P a id  Losses D e v e lo p m e n t U lt im a te U n re p o rte d
Y e a r as  o f  2 0 X 9 F a c to rs Losses (2 ) x (3 ) L o sses1
(1) (2) (3) (4) (5)
20X0 $ 3,276 1.010 $ 3,309 $ 8
20X1 3,624 1.014 3,675 24
20X2 3,819 1.023 3,907 31
20X3 4,274 1.039 4,439 47
20X4 5,114 1.069 5,465 89
20X5 5,632 1.123 6,325 194
20X6 5,496 1.237 6,796 225
20X7 4,960 1.499 7,434 663
20X8 3,696 2.142 7,916 1,534
20X9 2,243 5.127 11,500 6,715
T ota l $42,134 $60,766 $9,530
T ab le  7
A lte rn a tiv e  P ro je c tio n s  o f U ltim a te  Losses and
U n re p o rte d  Losses as o f 12/31/X9
U lt im a te  Losses U n re p o r te d  Losses
A c c id e n t
Y e a r In c u r re d P a id In c u r re d P a id
20X0 $ 3,301 $ 3,309 $ 0 $ 8
20X1 3,655 3,675 4 24
20X2 3,892 3,907 16 31
20X3 4,423 4,439 31 47
20X4 5,451 5,465 75 89
20X5 6,290 6,325 159 194
20X6 6,939 6,796 368 225
20X7 7,617 7,434 846 663
20X8 8,175 7,916 1,793 1,534
20X9 8,747 11,500 3,962 6,715
T ota l $58,490 $60,766 $7,254 $9,530
Loss Adjustm ent Expense Reserves
4.55 Loss ad justm ent expense reserves are the  costs th a t w ill be requ ired
to  se ttle  cla im s th a t have been incu rre d  as o f the  va lu a tio n  date. As explained
in  paragraph 4.34, loss ad justm ent expenses (LA E ) can be classified in to  tw o
broad categories: Defense and Cost C on ta inm ent (DCC) and A d ju s tin g  and
O the r (AO).
1 R epresents th e  pro jected  losses fro m  Table 6, co lum n 4, less th e  recorded case-basis in c u rre d  
losses fro m  Table 3, co lum n 2.
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D CC R eserve  C a lcu latio n  A p p ro a ch e s
4.56 DCC is genera lly  analyzed by lin e  o f business. A  s h ift in  the  compo­
s itio n  o f the  costs in  re la tio n  to  the to ta l m ig h t affect the s ta tis tica l data  used 
in  the  re la ted  loss pro jections. T h is s h ift w ou ld  need to  be considered in  fu tu re  
loss reserve projections.
4.57 M any companies calculate DCC reserves based on the re la tionsh ip  
o f DCC to  losses. U n d e rly in g  th is  approach is a basic assum ption th a t DCC w ill 
increase o r decrease in  p ropo rtion  to  losses. The se tting  o f reserves fo r DCC 
based on the  re la tio n sh ip  o f pa id  DCC to  pa id  losses is re fe rred  to  as the 
“pa id -to -pa id  ra tio ” approach. Separate ra tios  are n o rm a lly  developed fo r each 
accident year. In fla tio n  in  DCC is not typ ic a lly  evaluated separate ly; ra th e r, i t  
is  estim ated to occur a t the  same ra te  as the  ra te  o f in fla tio n  in  the  losses. The 
v a lid ity  o f th is  assum ption can be tested by rev iew ing  h is to rica l re la tionsh ips 
between DCC and losses over tim e. The effects o f a p a tte rn  o f increasing  or 
decreasing ra tio  o f DCC to  losses should be considered in  estab lish ing  DCC 
reserves. A n  unders tand ing  o f the c la im  departm ent’s operations and philoso­
phy over tim e  is essentia l to  a proper in te rp re ta tio n  o f the data.
4.58 O the r approaches to  DCC reserve ca lcu la tion  and analysis include 
(a) a na lyz ing  DCC e n tire ly  a pa rt from  the re la ted  loss costs us ing  m ethods th a t 
compare the  developm ent o f DCC paym ents a t various stages and (b ) using  
combined loss and DCC data  in  s itua tions  where i t  appears lik e ly  th a t th is  
w ou ld  produce m ore accurate estim ates (e.g., when the company has changed 
its  c la im  defense posture so th a t defense costs increase and loss costs decrease). 
In  th is  la tte r  approach, s ta tis tica l tests and pro jections are based on the  
combined data  fo r losses and DCC.
4.59 Some companies estab lish  case-basis reserves fo r ce rta in  types o f 
DCC or increase case-basis loss reserves by a stated percentage to  provide fo r 
DCC. In  e ith e r case, a dd itio na l DCC reserves should be provided fo r the 
developm ent o f case-basis reserves and IB N R .
A O  R eserve  C a lcu latio n  A p p ro a ch e s
4.60 AO  reserves are o ften provided fo r by using  the ca lendar year paid- 
to -pa id  m ethod ra th e r th a n  the accident year pa id -to -pa id  m ethod used fo r 
DCC reserves. A lth ou g h  the  pa id-to -pa id  ra tios  estab lish  the re la tio n sh ip  o f 
the  AO  paym ents to  the loss paym ents, the tim in g  o f the  AO paym ents is also 
c r it ic a l to  es tim a tion  o f the AO  reserves. F or example, some companies assume 
th a t a p o rtion  o f AO  costs is incu rred  when a c la im  is placed on the books and 
the  rem a in ing  p o rtion  is incu rred  w hen the  c la im  is settled. For reported 
claim s, the  cost o f p lac ing  the  c la im  on the books has been incu rred , so i t  is  on ly 
necessary to  provide a reserve fo r the  rem a in ing  po rtion  a t settlem ent. For 
IB N R  claim s, i t  is  necessary to  provide fo r a ll o f the AO. Some companies 
perform  in te rn a l studies to  estab lish  the m ethods and ra tios  to  be used in  th e ir  
ca lcu lations.
4.61 The AO reserves should provide fo r in fla tio n . The assum ption th a t 
AO w ill  in fla te  a t a ra te  equal to  the  ra te  a t w h ich  losses in fla te  should be 
p e riod ica lly  reviewed. The ra te  should also be adjusted fo r expected technologi­
cal o r opera tiona l changes th a t m ig h t cause economies or ine ffic iencies in  the 
c la im  se ttlem ent process.
4.62 I f  paid-to-paid AO ratios w ill be calculated fo r each line  o f business, a 
reasonable basis fo r a llocating paid AO by line  o f business should be established.
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Changes in the Environm ent
4.63 Loss reserve p ro jections are used to  estim ate  loss re p o rtin g  pa tte rns, 
loss paym ent pa tte rns, and u ltim a te  c la im  costs. A n  in h e re n t assum ption in  
such pro jections is th a t h is to rica l loss pa tte rns  can be used to  p red ic t fu tu re  
pa tte rns  w ith  reasonable accuracy. Because m any variab les can affect past and 
fu tu re  loss pa tte rns, the  effect o f changes in  such variab les on the  resu lts  o f 
loss pro jections should be ca re fu lly  considered.
4.64 Id e n tifica tio n  o f changes in  va riab les and consideration o f th e ir  
effect on loss reserve pro jections are c r it ic a l steps in  the  loss reserv ing  process. 
The eva lua tion  o f these factors requires the  invo lvem ent o f a loss reserve 
specia list as w e ll as in p u t from  various opera ting  departm ents w ith in  the 
company such as the  m arke ting , u n d e rw ritin g , claim s, a c tua ria l, re insurance, 
and lega l departm ents. M anagem ent’s use o f a specia list in  de te rm in ing  loss 
reserves is discussed in  paragraphs 4.67 th rough  4.70 and in  paragraph 4.74 
o f th is  chapter.
4.65 V ariab les to  be considered in  eva lua ting  the  resu lts  o f loss reserve 
pro jections include those variab les a ffecting  in h e re n t and contro l r is k  de­
scribed in  A ppend ix A . I f  changes in  va riab les have occurred, m echanical 
app lica tion  o f loss pro jection  m ethods m ay re su lt in  unreasonable estim ates o f 
u ltim a te  c la im  costs. Changes in  va riab les can be considered in  the  loss 
reserv ing  process in  a v a rie ty  o f ways, inc lu d ing —
•  S e le c tio n  o f  lo ss  p ro je c t io n  m e th o d (s ). Loss p ro jection  m ethods va ry  
in  th e ir  se n s itiv ity  to  changes in  the  u nd e rly in g  va riab les and to  the 
len g th  o f the  c la im  emergence p a tte rn . W hen selecting a loss pro jection  
m ethod, consideration should be g iven to  how a change in  the under­
ly in g  data  w ill  a ffect th a t m ethod. F or example, i f  m anagem ent has 
adopted a po licy to  defer o r accelerate the se ttlem ent o f claim s, a 
paid-loss ex trapo la tion  m ethod w ill p robab ly produce u n re liab le  re ­
su lts. In  th a t case, an incurred-loss extrapo la tion  o r o the r m ethods 
m ay produce b e tte r estim ates o f u ltim a te  losses.
•  A d ju s tm e n t  o f  u n d e r ly in g  h is to r ic a l loss  d a ta .  In  ce rta in  cases, the  
effect o f changed variab les can be iso la ted and a pp ro p ria te ly  reflected 
in  the  h is to rica l loss data  used in  the  loss pro jection. F or example, i f  
po licy lim its  are re la tiv e ly  consistent fo r a ll policies in  a b lock o f 
business, and i f  these lim its  have recen tly  been reduced by a constant 
am ount, h is to rica l loss da ta  can be adjusted to  exclude am ounts in  
excess o f the  revised po licy lim its .
•  F u r th e r  s e g re g a tio n  o f  h is to r ic a l loss  d a ta . C e rta in  changes in  v a r i­
ables can be addressed by fu rth e r  d iffe re n tia tin g  and segregating 
h is to rica l loss data. F or exam ple, i f  a company begins to  issue claim s- 
made policies fo r a lin e  o f business fo r w hich  i t  tra d itio n a lly  issued 
occurrence-basis policies, segregation o f data  between the  tw o types o f 
policies should m in im ize  the  effect o f the d iffe re n t re p o rtin g  patterns. 
Such segregation should produce m ore accurate loss reserve projec­
tions fo r the occurrence-basis policies. (However, loss development data 
re la tin g  to the claims-made policies w ill be lim ite d  in  the in it ia l years.)
•  S e p a ra te  c a lc u la t io n  o f  th e  e ffe c t o f  v a r ia b le s .  The effect o f ce rta in  
changes in  va riab les can be iso la ted and separate ly com puted as an 
ad justm ent to  the resu lts  o f o the r loss pro jection  m ethods. F or exam ­
ple, i f  c la im  cost severity  has increased (an increase in  auto re p a ir 
costs) o r is expected to increase beyond h is to ric  trends, an add itio na l 
reserve can be separate ly com puted to  re flec t the  effect o f such actua l 
or an tic ipa ted  increases.
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•  Q u a lita t iv e  assessm en ts . In  m any instances, the  m agnitude or effect 
o f a change in  a va riab le  w ill  be uncerta in . The estab lishm ent o f loss 
reserves in  such s itua tions  requires considerable jud gm e n t and kn o w l­
edge o f the  company’s business.
The developm ent o f environm enta l and s im ila r cla im s m ay not fo llow  the usual 
developm ent p a tte rn  o f general l ia b ility  claim s, w ith  w h ich  they are u sua lly  
grouped. W hen the  a c tiv ity  o f these cla im s is su ffic ien t to  d is to rt the  recorded 
developm ent o f the company, the  d is to rtin g  a c tiv ity  should be iso la ted  from  the 
developm ent h is to ry  so th a t an accurate pro jection  o f the rem a in ing  cla im s can 
be made. M anagem ent’s process o f assessing its  env ironm enta l and s im ila r 
exposure should include procedures to—
•  Ensure th a t a ll da ta  elements are recorded on each incom ing c la im  or 
p recau tionary notice.
•  Assess the  company’s exposure to these types o f lia b il ity  cla im s by 
considering such factors as the  types o f risks  h is to rica lly  w ritte n , 
layers o f coverage provided, the  po licy language employed, and recent 
decisions rendered by courts.
•  D eterm ine w he ther any p o rtion  o f p o te n tia l lia b il ity  costs is probable 
and reasonably estim able.
4.66 FASB S tatem ent No. 5 and In te rp re ta tio n  No. 14, R e a s o n a b le  E s t i ­
m a t io n  o f  th e  A m o u n t  o f  a  L o ss , p rovide guidance fo r the accounting and 
disclosure o f loss contingencies.
Use of Specialists by M anagem ent in Determining  
Loss Reserves
4.67 M anagem ent is responsible fo r m ak ing  the accounting estim ates 
included in  the  fin a n c ia l statem ents. As expla ined in  the  previous sections o f 
th is  chapter, the process o f e s tim a ting  loss reserves is complex and involves 
m any subjective judgm ents. According ly, the  de te rm ina tion  o f loss reserves 
should invo lve  an in d iv id u a l w ith  a su ffic ien t leve l o f competence and experi­
ence in  loss reserving, in c lu d in g  knowledge about the k ind (s) o f insurance fo r 
w h ich  a reserve is being established and an unders tand ing  o f appropria te  
methods ava ilab le  fo r ca lcu la ting  loss reserve estim ates. These in d iv id u a ls  are 
re fe rred  to  as “ loss reserve specia lists” in  th is  chapter. The specia list’s leve l o f 
competence and experience should be com m ensurate w ith  the  com plexity o f the  
company’s business, w h ich  is affected by such factors as the k ind (s) o f in s u r­
ance u n d e rw ritte n  and the  env ironm enta l and r is k  considerations lis ted  in  
A ppendix A . C rite r ia  th a t m ay be considered in  de te rm in ing  w he ther an 
in d iv id u a l qua lifies  as a loss reserve specia list include the  aforem entioned as 
w e ll as the fo llow ing :
•  Know ledge o f va rious pro jection  techniques, in c lu d in g  th e ir  strengths 
and weaknesses and a p p lica b ility  to  various lines o f insurance
•  Knowledge o f changes in  the env ironm ent in  w h ich  the  company 
operates, inc lu d ing  regu la to ry  developm ents, social and lega l trends, 
court decisions, and o ther factors described in  m ore d e ta il in  the 
appendix and the effect th a t these factors w ill have on the  emergence 
and u ltim a te  cost o f these claim s
4.68 The C asua lty  A c tu a ria l Society (CAS) offers a course o f s tudy and 
exam inations th a t are designed to  tra in  in d iv id u a ls  to be, among o the r th ings,
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loss reserve specialists. In  a dd ition , the  A m erican Academ y o f A ctuaries estab­
lishes q ua lifica tio n  standards fo r its  members who practice in  th is  area. 
A lth ou g h  m any casua lty actuaries m ay therefore be qua lifie d  to be loss reserve 
specialists, o the r in d iv id u a ls , th rough  th e ir  experience and tra in in g , m ay also 
be qua lified . T ra in in g  and experience should provide in d iv id u a ls  w ith  kn o w l­
edge about d iffe re n t po licy form s and coverages, cu rre n t developm ents in  
insurance, and environm enta l factors th a t m ig h t affect the  loss reserving  
process. T ra in in g  and experience should also provide in d iv id u a ls  w ith  kn o w l­
edge th a t w ill enable them  to app ly  appropria te  m ethods o f es tim a ting  loss 
reserves. The exten t o f th is  know ledge and a b ility  should be com m ensurate 
w ith  the  com plexity and k inds  o f business w ritte n .
4.69 M any insurance companies use loss reserve specialists who are 
employees or o fficers o f the  company. In  add ition , m any companies engage 
consu lting  casua lty actuaries to  e ith e r assist in  the  d e te rm ina tion  o f the  loss 
reserve estim ate  o r to  perfo rm  a separate review  o f the company’s loss reserve 
estim ate. The scope o f w o rk  to be perform ed by the  consu lting  actua ry  is a 
m a tte r o f jud gm e n t by company m anagem ent. U sua lly , the consu lting  actuary 
w ill issue a rep o rt sum m ariz ing  the  n a tu re  o f the  w ork  perform ed and the 
resu lts . Since 1990, the  A n nu a l S ta tem ent In s truc tio ns  have requ ired  a S tate­
m ent o f A c tua ria l O pinion re la ting  to loss and loss adjustm ent expense reserves.
4.70 Because the process o f e s tim a ting  loss reserves is complex and 
involves m any subjective judgm ents, the absence o f invo lvem ent by a loss 
reserve specia list in  the  determ in a tion  o f m anagem ent’s estim ate m ay consti­
tu te  a reportab le  cond ition  and possibly a m a te ria l weakness in  the  e n tity ’s 
in te rn a l contro l. SAS No. 60,* C o m m u n ic a t io n  o f  In te r n a l C o n tro l R e la te d  
M a tte rs  N o te d  in  a n  A u d it ,  as amended by SAS No. 87, R e s tr ic t in g  th e  Use o f  
a n  A u d it o r ’s R e p o rt, describes the a u d ito r’s resp on s ib ility  to  com m unicate 
reportab le  conditions to  the  a u d it com m ittee. A d d itio n a lly , under new N A IC  
requ irem ents discussed in  paragraph 4.74, m anagem ent m ust coordinate and 
requ ire  the  CPA to  subject a c tua ria l data  to  te s ting  procedures. D iscussion o f 
the a u d ito r’s use o f loss reserve specialists is also included in  paragraph 4.74 
and paragraphs 4.110-4.113 o f th is  chapter. A d d itio n a lly , see paragraph 4.113 
fo r guidance about the  perform ance o f nonaud it services by aud itors.
G u aran ty  Fund and O ther Assessm ents
4.71 S tate gua ran ty  funds assess en titie s  licensed to  sell insurance in  the 
state to  provide fo r the  paym ent o f covered cla im s or to  m eet o the r insurance 
obligations, subject to  prescribed lim its , o f inso lven t insurance enterprises. 
The assessments are genera lly  based upon p rem ium  volum e fo r ce rta in  cov­
ered lines o f business. M ost state g ua ra n ty  funds assess en titie s  fo r costs 
re la ted  to  a p a rtic u la r insolvency a fte r the insolvency occurs. M any states and 
a num ber o f loca l governm ental u n its  have established o th e r funds supported
In  M a rch  2004, th e  P C AO B  issued a proposed a u d itin g  s ta n d a rd  e n title d  C on fo rm ing  A m end­
m ents to  P C A O B  In te r im  S ta n d a rd s  R e su ltin g  fro m  the A d o p tio n  o f  P C A O B  A u d it in g  S ta n d a rd  N o. 
2, A n  A u d it o f In te rn a l C o n tro l O ver F in a n c ia l R ep o rtin g  P erfo rm ed in  C o n ju nc tion  W ith  an A u d it o f 
F in a n c ia l S ta tem ents. The proposed s tan da rd , am ong o th e r m a tte rs , w ou ld  supersede SAS N o. 60, 
C om m un ica tion  o f  In te rn a l C o n tro l R ela ted  M a tte rs  N oted  in  an  A u d it ,  fo r a u d its  o f the  fin a n c ia l 
s ta tem en ts  o f issuers. (See P C AO B Release No. 2004-002) R eg iste red p u b lic  accoun ting  firm s  m u s t 
com ply w ith  th e  standards o f th e  PCAO B in  connection w ith  th e  p re p a ra tio n  o r issuance o f any a u d it 
re p o rt on th e  fin a n c ia l s ta tem en ts  o f an  issuer. R egiste red p u b lic  accounting  firm s  a u d itin g  the  
fin a n c ia l s ta tem en ts  o f issuers shou ld  keep a le r t to  any f in a l s ta n d a rd  issued b y  th e  PCAO B and f in a l 
SEC ap p rova l o f th a t s tan dard . See th e  “ Preface” section o f th is  G u ide  fo r m ore in fo rm a tio n . The 
N A IC  is  c u rre n tly  e v a lu a tin g  p o te n tia l changes to  its  re q u ire m e n ts  fo r  a ll insu rance  com panies, due 
to  th e  passage o f th e  S arbanes-O xley A c t and re la te d  subsequent ru le s  and re g u la tio n s . Readers 
shou ld  be a le r t fo r  any f in a l pronouncem ents.
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by assessments. The m ost p reva len t uses fo r such assessments are (a) to  fund  
opera ting  expenses o f state insurance regu la to ry  bodies and (b) to fund  second- 
in ju ry  funds. SOP 97-3 provides guidance on accounting fo r gua ran ty -fund  and 
o the r assessments re la ted  to insurance activ ities .
Auditing Loss Reserves 
A uditing* the C la im s D ata B ase
4.72 The h is to rica l experience o f an insurance e n tity  is genera lly  the 
p rim a ry  source o f in fo rm a tio n  on w h ich  loss reserve estim ates are based; 
therefore, the  crea tion  o f re liab le  data  bases, w ith in  an insurance company, is 
extrem ely c r it ic a l to  the  de te rm ina tion  o f loss reserve estim ates. W hen evalu­
a tin g  loss reserves, the  a u d ito r should consider the  re lia b ility  o f the  h is to rica l 
in fo rm a tio n  generated by the insurance company.
4.73 The a u d ito r should determ ine w ha t h is to rica l data  and m ethods 
have been used by m anagem ent in  developing the  loss reserve estim ate and 
w he ther he o r she w ill  re ly  on the same data o r o the r s ta tis tica l data  in  
e va lua ting  the  reasonableness o f the  loss reserve estim ate. A fte r id e n tify in g  
the  re levan t data, the  a u d ito r should ob ta in  an unders tand ing  o f the controls 
re la ted  to  the  completeness, accuracy, and c lassifica tion  o f the loss data; assess 
contro l r is k  fo r assertions about loss reserves; and determ ine the  na tu re , 
tim in g , and exten t o f substantive  tests th a t w ill be perform ed fo r these asser­
tions. Because cla im  data  and characteristics such as dates and type o f loss can 
s ig n ifica n tly  in fluence reserve estim ation , the  a u d ito r should te s t the com­
pleteness, accuracy, and c lassifica tion  o f the  c la im  loss data. E x h ib it B -1 in  
A ppendix B o f th is  guide provides m ore extensive guidance on a u d itin g  the 
cla im s cycle.
4.74 A d d itio n a lly , effective December 31, 2004, the  N A IC  P ro p e r ty  a n d  
C a s u a lty  A n n u a l S ta te m e n t In s t ru c t io n s  were revised to  requ ire  add itio na l 
coord ination  among the  a ud ito r, an appointed actuary, and m anagem ent and 
p o te n tia lly  requ ire  a dd itio na l procedures fo r the  a u d ito r re la ted  to  c la im  loss 
and loss ad justm ent expense data. Section 9 o f the In s truc tions , Scope o f  
E x a m in a t io n  a n d  R e p o r t o f  In d e p e n d e n t C e r t if ie d  P u b lic  A c c o u n ta n t,  states:
“The in s u re r sh a ll also re q u ire  th a t th e  independent ce rtifie d  pu b lic  accountant 
subject th e  da ta  used by the  appointed a c tu a ry  to  te s tin g  procedures. The  
a u d ito r is  req u ire d  to  de term ine  w h a t h is to ric a l da ta  and m ethods have been 
used by m anagem ent in  developing th e  loss reserve estim a te  and w h e th e r he 
or she w ill re ly  on the  same da ta  o r o th e r s ta tis tic a l da ta  in  e va lu a tin g  the  
reasonableness o f the  loss reserve estim ate . A fte r  id e n tify in g  th e  re leva n t data, 
th e  a u d ito r should ob ta in  an und ers ta n d in g  o f the  con tro ls  re la te d  to  the  
completeness, accuracy, and c la ss ifica tio n  o f loss da ta  and pe rfo rm  te s tin g  as 
the  a u d ito r deems app rop ria te . T hrough in q u iry  o f th e  appointed a ctua ry , the  
a u d ito r should ob ta in  an und ers ta n d in g  o f the  data  id e n tifie d  by th e  appointed  
a c tu a ry  as s ig n ifica n t. I t  is  recognized th a t th e re  w ill be instances w hen da ta  
id e n tifie d  by the  appointed a c tu a ry  as s ig n ific a n t to  h is  o r h e r reserve pro jec­
tio n s  w ou ld  no t o therw ise  have been tested as p a rt o f th e  a u d it, and separate  
te s tin g  w ou ld  be requ ired . U nless o therw ise  agreed am ong the  appointed  
a ctua ry , m anagem ent and th e  a u d ito r, the  scope o f th e  w o rk  perform ed by the  
a u d ito r in  te s tin g  the  c la im s da ta  in  th e  course o f the  a u d it w ou ld  be su ffic ie n t 
to  de term ine  w h e th e r th e  da ta  tested is  fa ir ly  sta ted  in  a ll m a te ria l respects in  
re la tio n  to  the  s ta tu to ry  fin a n c ia l s ta tem en ts  ta k e n  as a w ho le . The a u d itin g
See foo tno te  *  to  pa ra g ra p h  4.70.
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procedures should be app lied  to  th e  c la im s loss and defense and cost con ta in ­
m en t expense da ta  used by the  appointed  a c tu a ry  and w ou ld  be app lied  to  
a c tiv ity  th a t occurred in  th e  c u rre n t ca lendar year, (e.g., tests o f paym ents on 
cla im s pa id  d u rin g  th e  c u rre n t ca lendar year).”  T h is  does n o t replace the  
requ irem en ts  to  a u d it reconc ilia tions o f th e  da ta  p rov ided  in  Schedule P o f the  
an n ua l s ta tem en t to  th e  u n d e rly in g  accounting records.
The a u d ito r should in fo rm  m anagem ent i f  the a u d ito r has no t p lanned to 
include in  the  a u d it a ll o f the  data  id e n tifie d  as s ign ifican t by the  appointed 
actuary, th a t there  m ay be a need fo r add itio na l te s ting  outside the  scope o f the 
s ta tu to ry  aud it. The conclusion regard ing  the need fo r the a u d ito r to  perform  
add itio na l procedures should be agreed w ith  m anagem ent, a fte r discussion 
w ith  the  appointed actuary. I f  procedures are perform ed beyond those included 
in  the  s ta tu to ry  a ud it, the  a u d ito r should rep o rt on such w o rk  under the A IC P A  
P ro fe s s io n a l S ta n d a rd s .
Eva lu atin g  the R e aso n ab le n ess  of the Estim ate  
Selecting an Audit Approach
4.75 SAS No. 57 states th a t the  a u d ito r should ob ta in  an unders tand ing  
o f how  m anagem ent developed the  accounting estim ates included in  the fin a n ­
c ia l statem ents. The loss reserve estim ate is a s ign ifican t estim ate  on the  
fin a n c ia l sta tem ents o f an insurance e n tity . According ly, regardless o f the  
approach used to  a u d it the loss reserve estim ate, the a u d ito r should ga in  an 
u nders tand ing  o f how  m anagem ent developed the  estim ate. The a u d ito r 
should use one or a com bination  o f the  fo llow ing  approaches in  eva lua ting  the  
reasonableness o f the  accounting estim ates:
a. Review and tes t the process used by m anagem ent to  develop the 
estim ate.
b. Develop an independent expectation o f the  estim ate  to  corroborate 
the  reasonableness o f m anagem ent’s estim ate.
c. Review subsequent events o r transactions occurring  p rio r to  comple­
tio n  o f fie ldw ork .
4.76 W hen a u d itin g  loss reserve estim ates, u sua lly  approach a , b , o r a 
com bination  o f the  tw o is used. N orm a lly , approach c alone is in su ffic ie n t to  
provide reasonable assurance because claim s are u sua lly  reported  to  insurance 
companies and settled  over a period o f tim e  extending  w e ll beyond a norm a l 
op in ion  date. However, approach c m ay provide add itio na l in fo rm a tio n  con­
ce rn in g  the  reasonableness o f loss reserve estim a tes, p a r tic u la r ly  fo r short- 
ta i l  lin e s  o f business, w hen used in  co m b ina tion  e ith e r w ith  approach a  or 
b o r w ith  bo th .
4.77 W hen p la nn ing  the a ud it, the a u d ito r chooses to  use e ith e r approach 
a  o r b , o r a com bination  o f bo th  approaches, depending on h is  o r he r expectation 
o f w ha t approach w ill re su lt in  su ffic ien t com petent e v id en tia l m a tte r in  the 
m ost cost-effective m anner. E ith e r approach can be used and, depending on 
c lien t circum stances, e ith e r approach m ay be effective. However, when m an­
agement has no t used the  services o f a loss reserve specia list in  developing its  
loss reserve estim ate, approach a , rev iew ing  and te s tin g  m anagem ent’s proc­
ess, is  no t appropria te . In  th is  circum stance, approach b, developing an inde­
pendent expectation, should be used.
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Reviewing and Testing the Process Used b y  Managem ent to Develop 
the Estimate
4.78 The a u d ito r m ay assess the reasonableness o f an accounting esti­
m ate by pe rfo rm ing  procedures to tes t the  process used by m anagem ent to 
m ake the  estim ate. T h is approach m ay be appropria te  when loss reserve 
estim ates are recommended by an outside loss reserve specia list and manage­
m ent accepts those recom m endations, w hen loss reserve specialists employed 
by the  company are responsible fo r recom m ending the  estim ates, o r when both  
outside and in te rn a l specialists are used.
4.79 A  company th a t uses an outside loss reserve specia list to  develop loss 
reserve recom m endations m ay engage the  specia list to  evaluate on ly  the 
company’s m ajor lines o f business o r on ly ce rta in  components o f the loss 
reserves. In  e ith e r circum stance, the a u d ito r should determ ine w he ther a 
d iffe re n t approach is needed fo r a u d itin g  the  item s not reported  on by the  loss 
reserve specialist.
4.80 I f  the  a u d ito r review s and tests the process used by m anagem ent to 
develop its  estim ate, and m anagem ent’s estim ate d iffe rs  s ig n ifica n tly  from  the 
recom m endations developed by its  specialists, appropria te  procedures should 
be applied to the  factors and assum ptions th a t resu lted  in  the  d ifference 
between m anagem ent’s estim ate and the  specia lists’ recom m endations. Such 
procedures should include discussion w ith  m anagem ent and its  specialists. I t  
is  m anagem ent’s resp on s ib ility  to  record its  best estim ate  o f loss reserves in  
the  fin a n c ia l statem ents.
4.81 SAS No. 57 ide n tifie s  the fo llow ing  as procedures the  a u d ito r m ay 
consider pe rfo rm ing  when using  th is  approach. Some o f the  procedures lis ted  
below app ly to  the  process m anagem ent uses to  supp ly data  to the  loss reserve 
specialist, some app ly to  the process used by the  specia list to develop recom­
m endations, some app ly to  the  process used by m anagem ent to  rev iew  and 
evaluate those recom m endations, and some app ly to  the process m anagem ent 
uses to  tran s la te  the  specia lis t’s recom m endations in to  the loss reserve esti­
m ates recorded in  the  fin a n c ia l statem ents.
a . Id e n t i f y  w h e th e r th e re  a re  c o n tro ls  o v e r th e  p re p a ra t io n  o f  a c c o u n tin g
e s tim a te s  a n d  s u p p o r t in g  d a ta  th a t  m a y  be u s e fu l in  th e  e v a lu a t io n .
C ontro ls over the  p repa ra tion  o f accounting estim ates m ay include—
•  Procedures fo r selecting independent loss reserve specialists or 
h ir in g  in te rn a l specialists, in c lu d in g  procedures fo r de te rm in ing  
th a t the  specia lis t has the  requ is ite  competence in  loss reserv­
ing , know ledge o f the  company’s types o f business, and under­
stand ing  o f the d iffe re n t m ethods ava ilab le  fo r ca lcu la ting  loss 
reserve estim ates.
•  Procedures fo r rev iew ing  and eva lua ting  the  recom m endations 
o f the loss reserve specialist.
•  Procedures to  ensure th a t th e  m ethods used to  ca lcu la te  the  
loss reserve e s tim a te  are a p p ro p ria te  and s u ffic ie n t in  the  
circum stances.
C ontrols over the  p repa ra tion  o f supporting  data, in  a dd ition  to  those discussed 
in  E x h ib it B -1 in  A ppend ix B o f th is  guide, m ay inc lude—
•  Procedures fo r ve rify in g  th a t data  used by the  loss reserve 
specia list is  a pp rop ria te ly  sum m arized and classified from  the 
company’s cla im s data base.
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•  Procedures fo r ensuring  th a t da ta  a c tua lly  used by the  loss 
reserve specia list is complete and accurate.
•  Procedures to  substan tia te  and determ ine the appropriateness 
o f in d u s try  or o ther ex te rna l data  sources used in  developing 
assum ptions (fo r exam ple, data received from  in vo lu n ta ry  r is k  
pools).
b. Id e n t i f y  th e  sou rces o f  d a ta  a n d  fa c to rs  th a t  m a n a g e m e n t used  in  
fo r m in g  th e  a s s u m p tio n s , a n d  c o n s id e r w h e th e r  s u c h  d a ta  a n d  fa c to rs  
a re  re le v a n t, re lia b le , a n d  s u f f ic ie n t  f o r  th e  p u rp o s e , ba sed  o n  in fo r ­
m a t io n  g a th e re d  in  o th e r  a u d i t  tests. Sources o f data  and factors 
used m ay include—
•  Com pany h is to rica l cla im s data  from  its  own data  bases, inc lu d ­
ing  changes and trends in  the data.
•  Com pany in fo rm a tio n  on re insurance levels and changes from  
p rio r years’ re insurance program s.
•  D ata  received from  in vo lu n ta ry  r is k  pools such as those adm in ­
is te red  by the N a tio n a l C ouncil on Com pensation Insurance.
•  In d u s try  loss data  from  pub lished sources.
•  In te rn a l company experience or in fo rm a tio n  from  published 
sources concerning recent trends in  socioeconomic factors a ffect­
in g  c la im  paym ents, such as—
—  G eneral in fla tio n  rates and specific in fla tio n  rates fo r 
m edical costs, wages, autom obile  re p a ir costs, and the 
like .
—  Ju d ic ia l decisions assessing lia b ility .
—  Ju d ic ia l decisions regard ing  noneconomic damages.
—  Changes in  leg is la tion  a ffecting  paym ent levels and 
se ttlem ent practices.
Consider w he ther the  company’s data  is su ffic ien t to  have adequate s ta tis tica l 
c re d ib ility  (e.g., to a llow  the  “ law  o f large num bers” to  w o rk  fo r the  company’s 
estim ates). Consider w he ther the  types o f in d u s try  data used in  developing 
assum ptions are re levan t to  the  company’s book o f business, considering policy 
lim its , re insurance re ten tion , geographic and in d u s try  concentrations, and 
o ther appropria te  factors.
c. C o n s id e r w h e th e r th e re  a re  a d d i t io n a l key  fa c to rs  o r  a lte rn a t iv e  
a s s u m p tio n s  a b o u t th e  fa c to rs . Key factors and p o te n tia l a lte rn a ­
tive  assum ptions th a t m ig h t be considered include—
•  Changes in  the company’s experience o r trends in  loss rep o rting  
and settlem ents. Increases in  the  speed o f the se ttlem ent o f 
cla im s m ay lead to  assum ptions th a t pa id  developm ent levels 
w ill be low er in  the  fu tu re , o r m ay ind ica te  changes in  the 
company’s procedures fo r processing claim s th a t could lead to 
increased developm ent in  the fu tu re .
•  D ivergence in  company experience re la tive  to  in d u s try  experi­
ence. Such divergence m ig h t la te r re su lt in  company develop­
m en t experience th a t reduces the  d ivergence or m ig h t be 
ind ica tive  o f a change in  a company’s experience w ith  a book o f 
business.
•  Changes in  a company’s practices and procedures re la tin g  to 
record ing  and se ttlin g  claim s.
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•  A  company’s reinsurance program s and changes there in .
•  Changes in  a company’s u n d e rw ritin g  practices such as new or 
increased use o f m anaging general agents.
•  N ew  or changed policy form s or coverages.
•  Recent ca tastroph ic occurrences.
d . E v a lu a te  w h e th e r th e  a s s u m p tio n s  a re  c o n s is te n t w i th  each  o th e r, th e  
s u p p o r t in g  d a ta , re le v a n t h is to r ic a l d a ta , a n d  in d u s tr y  d a ta .  A s­
sum ptions th a t should be evaluated include n ot on ly e xp lic it assump­
tions b u t also the  assum ptions in h e re n t in  various loss pro jection  
methods.
•  Pa id  loss pro jection  m ethods assume th a t a company’s h is to rica l 
experience re la tin g  to  the  tim e liness o f se ttlem ent w ill be pre­
d ic tive  o f fu tu re  resu lts.
•  Reported (incurred ) loss developm ent p ro jection  m ethods as­
sume th a t a company’s experience in  e s tim a ting  case-basis re ­
serves w ill  be repeated in  the  fu tu re .
e. A n a ly z e  h is to r ic a l d a ta  used  in  d e v e lo p in g  th e  a s s u m p tio n s  to  assess 
w h e th e r  i t  is  c o m p a ra b le  a n d  c o n s is te n t w i th  d a ta  o f  th e  p e r io d  u n d e r  
a u d it ,  a n d  c o n s id e r w h e th e r th e  d a ta  is  s u f f ic ie n t ly  re l ia b le  f o r  th e  
p u rp o s e . Consider w he ther the  company’s past m ethods o f es tim a t­
in g  loss reserves have resu lted  in  appropria te  estim ates and w hether 
cu rre n t data  (fo r example, cu rren t-yea r developm ent factors) in d i­
cate changes from  p rio r experience. Consider how  know n changes in  
the company’s loss rep o rting  procedures and se ttlem ent practices 
have been factored in to  the  estim ate. Consider how  changes in  
reinsurance program s, in  the cu rren t period and d u rin g  h is to rica l 
periods, have been factored in to  m anagem ent’s estim ates.
f .  C o n s id e r  w h e th e r  ch a n g e s  in  th e  b u s in e s s  o r  in d u s t r y  m a y  cau se  
o th e r  fa c to rs  to  becom e s ig n i f ic a n t  to  th e  a s s u m p tio n s . C o n s id e r 
such changes as—
•  N ew  lines o f business and classes o f business w ith in  lines.
•  Changes in  re insurance program s.
•  Changes in  the reg u la to ry  environm ent, such as p rem ium  ra te  
ro llbacks and regu la tion .
•  Changes in  the  m ethod o f estab lish ing  rates and changes in  
m ethods o f u n d e rw ritin g  business.
g . R e v ie w  a v a ila b le  d o c u m e n ta t io n  o f  th e  a s s u m p tio n s  used  in  d e v e lo p ­
in g  th e  a c c o u n tin g  e s tim a te s , in q u ir e  a b o u t a n y  o th e r  p la n s ,  g o a ls , 
a n d  o b je c tive s  o f  th e  e n t ity ,  a n d  c o n s id e r th e ir  re la t io n s h ip  to  th e  
a s s u m p tio n s . A  company’s practices concerning loss settlem ent, 
such as a practice o f v igo rously defending su its  or o f q u ick ly  se ttlin g  
su its, can have a s ign ifican t effect on a company’s loss experience.
h . C o n s id e r u s in g  th e  w o rk  o f  a  s p e c ia lis t  r e g a rd in g  c e r ta in  a s s u m p ­
tio n s . U s ing  the  w o rk  o f a specia list is  discussed in  SAS No. 73, 
U s in g  th e  W o rk  o f  a  S p e c ia lis t , and in  paragraphs 4.110 th rough
4.113 o f th is  chapter.
i .  Test the  c a lc u la tio n s  used by m a n a g e m e n t to  tra n s la te  the  a s s u m p tio n s  
a n d  key  fa c to rs  in to  th e  a c c o u n tin g  e s tim a te . Consider w he ther a ll 
lines o f business and accident years are included in  the  loss reserve 
estim ate. Consider how reinsurance receivable, salvage, and subro­
gation  have been included.
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D e v e lo p in g  a n  In d e p e n d e n t E x p e c ta tio n  o f  the  E s t im a te
4.82 Based on h is  or he r unders tand ing  o f the facts and circum stances, 
the a u d ito r m ay independently  develop an expectation o f the  estim ate  by using  
o ther key factors o r a lte rn a tive  assum ptions about those factors. T h is  approach 
is requ ired  whenever m anagem ent has no t used the  services o f a loss reserve 
specia list in  developing its  loss reserve estim ate and m ay be appropria te  to 
assist the  a u d ito r in  assessing the v a ria b ility  o f the loss reserve estim ates, 
even when m anagem ent does use a loss reserve specialist. The a u d ito r fre ­
q uen tly  develops independent pro jections because th is  m ethod m ay re su lt in  a 
more cost-effective m ethod o f ob ta in ing  su ffic ien t com petent e v id en tia l m a tte r.
4.83 W hen th is  approach is used, the  a u d ito r should use an outside loss 
reserve specia list (the a u d ito r m ay also be a loss reserve specia list) to  develop 
the independent expectation o f the  loss reserve estim ate. The use o f a specia list 
is  discussed in  paragraphs 4.110 th rough  4.113 o f th is  chapter.
A n a ly tica l P roced ures4
4.84 A n a ly tica l procedures are an im p o rta n t p a rt o f the  a u d it process and 
consist o f evaluations o f fin a n c ia l in fo rm a tio n  made by a study o f p lausib le  
re la tionsh ips among both  fin a n c ia l and nonfin ancia l data. A  basic prem ise 
u nd e rly in g  the  app lica tion  o f a na ly tica l procedures is th a t i t  is reasonable to  
assume th a t p lausib le  re la tionsh ips among data ex is t and continue in  the 
absence o f know n conditions to  the  contra ry. V a ria tio n s  in  these re la tionsh ips 
m ay be caused by p a rtic u la r conditions such as unusua l transactions or events, 
accounting changes, m a te ria l business changes, random  fluc tua tions , or m is­
statem ents.
4.85 SAS No. 56, A n a ly t ic a l P ro c e d u re s  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  
vol. 1, A U  sec. 329), as amended by SAS No. 96, A u d i t  D o c u m e n ta t io n , provides 
guidance on the use and docum entation o f a na ly tica l procedures and requires 
the  use o f a n a ly tica l procedures in  the  p lann ing  and overa ll rev iew  stages o f 
a ll aud its.
4.86 A n a ly tica l procedures m ay be effective and e ffic ien t tests fo r asser­
tions even though an exam ina tion  o f deta iled  evidence fa ils  to  disclose poten­
t ia l m issta tem ents o r de ta iled  evidence is not re a d ily  available. Exam ples o f 
sources o f in fo rm a tio n  fo r deve lop ing  a n a ly tic a l expectations inc lu de  p rio r-  
period  fin a n c ia l in fo rm a tion , Insurance R egula tory In fo rm a tio n  System (IR IS ) 
ra tio  ana lysis, and ra tin g  agency reports. SAS No. 96 has added docum entation 
requ irem ents when an a na ly tica l procedure is used as the  p rin c ip a l substan­
tive  tes t o f a s ign ifican t fin an c ia l sta tem ent assertion.
4.87 V arious a na ly tica l procedures m ay be used in  the eva lua tion  o f loss 
reserve trends and data, such as the analysis o f—
•  Loss ra tios.
•  Loss frequency and severity  s ta tis tics .
•  C la im  cost by exposure un its .
•  Adequacy/redundancy o f p r io r year reserves.
•  Average case reserves.
4 The AICPA Audit Guide A n a ly t ic a l Procedures provides practical guidance to auditors on the 
effective use of analytical procedures. The Audit Guide includes a discussion of SAS No. 56, concepts 
and definitions, a series of questions and answers, and a case study illustrating trend analysis, ratio 
analysis, reasonableness testing, and regression analysis. Additionally, see the “Preface” section of 
this Guide for descriptions of new rules and regulations.
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•  C la im  closure rates.
•  Pa id  to  incu rred  ra tios.
4.88 Such analyses inc lude  com parison o f trends and data w ith  in d u s try  
averages or o ther expectations. E va lua tion  w ou ld  n o rm a lly  be perform ed by 
lin e  o f business and accident o r repo rt year.
Loss R eserve  R an g es
4.89 As sta ted in  SAS No. 57:
E stim a tes are based on sub jective  as w e ll as objective facto rs and, as a re su lt, 
ju d g m e n t is  requ ired  to  estim a te  an am oun t a t th e  date o f th e  fin a n c ia l 
sta tem ents. M anagem ent’s ju d g m e n t is  n o rm a lly  based on its  know ledge and  
experience about past and cu rre n t events and its  assum ptions about cond itions  
i t  expects to  e x is t and courses o f action  i t  expects to  take .
A ccord ing ly , loss reserves m ay develop in  a num ber o f w ays and a reserve fo r  
a p a rtic u la r lin e  o f business o r accident yea r m ay prove to  be red u n d a n t or 
de fic ie n t w hen analyzed in  a fo llo w in g  period. Loss reserves considered to  be 
adequate in  p rio r periods m ay need to  be ad justed  a t a la te r  date as a re s u lt o f 
events outside the  con tro l o f th e  insurance  com pany th a t create th e  need fo r a 
change in  estim ate . Such events inc lude  fu tu re  co u rt decisions and periods o f 
in fla tio n , in  w h ich  ra tes  m ay change s ig n ific a n tly  from  period  to  period  and  
affect th e  payout o f cla im s. As a re s u lt o f the  circum stances described above, 
the  need to  a d ju s t loss reserve estim ates in  fu tu re  periods because o f fu tu re  
events th a t are no t p red ic tab le  a t the  balance sheet date shou ld  no t be 
in te rp re te d  as evidence o f an e rro r o r poor loss rese rv ing  practices in  the  past.
4.90 Because the u ltim a te  se ttlem ent o f cla im s is subject to  fu tu re  events, 
no single loss reserve estim ate  can be considered accurate w ith  ce rta in ty . A n  
a u d it approach should address the inh e re n t v a r ia b ility  o f loss reserve esti­
m ates and the  effect o f th a t v a r ia b ility  on a u d it r is k . The developm ent o f a 
single loss reserve pro jection, by itse lf, does n o t address the  concept o f v a ria b il­
i t y  and m ay no t provide su ffic ien t evidence to evaluate the  reasonableness o f 
the loss reserve p rovis ion  in  the fin a n c ia l statem ents. A n  analysis o f the 
reasonableness o f loss reserve estim ates o rd in a rily  should include an analysis 
o f the  am ount o f v a r ia b ility  in  the estim ate. One w ay to  perfo rm  th is  analysis 
is to  consider a range o f loss reserve estim ates bounded by a h igh  and a low  
estim ate. The h ig h  and low  ends o f the range should no t correspond to  an 
absolute best-and-worst-case scenario o f u ltim a te  loss settlem ents, because 
such estim ates m ay be the  re s u lt o f u n lik e ly  assum ptions. The range should be 
re a lis tic  and therefore should no t include the set o f a ll possible outcomes b u t 
instead on ly those outcomes th a t are considered reasonable. E xtrem e projec­
tions should be c r it ic a lly  analyzed and, i f  appropria te , be adjusted, g iven less 
credence, or discarded (th is  w ou ld  app ly  to  pro jections outside a c luste r o f o ther 
log ica l pro jections th a t fa ll w ith in  a narrow er range).
4.91 A no the r w ay to  address the v a r ia b ility  o f the  loss reserve estim ate is 
to  develop a best estim ate and to  supplem ent i t  w ith  q u a lita tive  analysis th a t 
addresses the  v a ria b ility  o f the  estim ate. Q u a lita tive  analysis invo lves consid­
e ra tion  o f the  factors a ffec ting  the  v a r ia b ility  o f loss reserves and in te g ra tin g  
such factors in to  a d e te rm ina tion  o f the range o f reasonable estim ates around 
a best estim ate. Such factors, among others, include the m ix  o f products 
u n d e rw ritte n , losses incu rred  by the insurance in d u s try  fo r s im ila r  coverages 
and u n d e rw ritin g  years, and the  co rre la tion  between past and cu rre n t business 
w ritte n . In  any analysis, a thorough w o rk ing  know ledge o f the  r is k  factors is a
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pre requ is ite  to  se tting  a re a lis tic  range. W hether the a u d ito r prepares a fo rm a l 
reserve range or a selected estim ate, factors a ffecting  the v a r ia b ility  o f the 
recorded loss reserve should be considered. The a u d it procedures perform ed fo r 
th is  purpose w ill  va ry  based on the characteristics o f the  business, the  controls 
the  company uses to m on ito r such v a ria b ility , and o ther a u d it procedures used.
4.92 The size o f the  loss reserve range w ill va ry  by line  o f business. For 
example, autom obile physica l damage claim s m ay be estim ated w ith  g reater 
precision th a n  product lia b il ity  claim s. In  extrem e cases, the  top-to -bottom  
range could extend to  50 percent and upw ard  o f the  am ount provided. A n  
exam ple o f an extrem e case m ig h t be a new ly form ed company th a t w rite s  
p r im a r ily  vo la tile  types o f business. The resu lts  o f operations in  such a s itu ­
a tion  are sensitive to  fu tu re  flu c tua tions  since the  loss reserve estim ate is 
based p r im a r ily  on assum ptions th a t w ill undoubted ly change over tim e. M ore 
im p o rta n t, however, is  the  s tra in  th a t any extrem ely adverse loss developm ent 
w ould  place on such a company’s surp lus. In  an opposite extrem e case, the 
top-to -bottom  range m ig h t on ly be 5 percent o f the am ount provided fo r a 
company th a t on ly w rite s  autom obile physica l damage coverages.
4.93 W hen eva lua ting  the  v a r ia b ility  o f loss reserves fo r an e n tity , the  
a u d ito r should be aware th a t v a r ia b ility  w ith in  an in d iv id u a l r is k  group or lin e  
o f business m ay be m itig a te d  by the v a r ia b ility  w ith in  o ther r is k  groups or lines 
o f business. In  o ther words, i t  is  u n lik e ly  th a t u ltim a te  c la im  se ttlem ents fo r 
each line  o f business w ill  fa ll a t the  same end o f the range.
Risk Factors and Developing a Range
4.94 Because loss reserves rep resen t b o th  reported  and unreported  
claim s th a t have occurred as o f the  va lu a tio n  date, the  a u d ito r needs to  gain  
an unders tand ing  o f the  company’s exposure to  r is k  th rough  the  business i t  
w rite s  as w e ll as an unders tand ing  o f environm enta l factors th a t m ay affect 
the company’s loss developm ent a t the  va lu a tio n  date.
4.95 Some r is k  factors ex is ting  w ith in  the company th a t m ay affect the 
v a r ia b ility  o f the company’s loss reserves are—
•  T he  fre q u e n c y  a n d  s e v e rity  o f  c la im s  a s s o c ia te d  w ith  a  l in e  o f  bus in ess . 
M edica l m alpractice, d irectors ’ and officers’ lia b ility , and o ther lines 
o f business th a t ty p ic a lly  produce few  claim s w ith  large  se ttlem ent 
am ounts tend to have a h ig h  degree o f v a ria b ility .
•  P o lic y  c h a ra c te r is t ic s . In d iv id u a l lines o f business can be w ritte n  on 
d iffe re n t policy form s. F or exam ple, loss reserving  and its  re la ted  
v a r ia b ility  fo r m edical m alpractice  w ritte n  on an occurrence basis w ill 
d iffe r m arked ly  when the po licy is w r itte n  on a claim s-m ade basis, 
especia lly d u rin g  the ea rly  years o f conversion from  an occurrence to 
a claim s-m ade basis.
•  R e te n tio n  le ve ls . The greate r a company’s re te n tio n  leve l, the more 
va riab le  the resu lts  are lik e ly  to  be. T h is  increased v a r ia b ility  is due 
to  the effect th a t one or several large losses can have on the overa ll 
book o f business. F or reinsurance assumed, the  concepts analogous to 
re te n tio n  levels are re fe rred  to  as a ttachm ent po in ts and lim its .
•  T he  m ix  o f  a  c o m p a n y ’s bu s in ess  w i th  resp ec t to  lo n g - ta i l  l i a b i l i t y  lin e s  
a n d  s h o r t - ta i l  p ro p e r ty  lin e s . T yp ica lly , loss reserves on business w ith  
longer ta ils  e xh ib it g rea te r v a r ia b ility  th a n  on business w ith  shorte r 
ta ils  because events a ffecting  u ltim a te  c la im  se ttlem ents m ay occur a t 
a la te r date.
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4.96 Some exte rna l factors th a t m ay affect the v a r ia b ility  o f loss reserves 
are—
•  Catastrophes o r m a jo r c iv il disorders.
•  J u ry  awards and social in fla tio n  a ris ing  from  the  lega l environm ent 
in  p rin c ip a l states in  w h ich  a company’s risks  are u nd e rw ritte n .
•  The effect o f in fla tio n .
4.97 O the r r is k  factors th a t m ay affect the  v a r ia b ility  o f loss reserve 
estim ates are described in  A ppend ix A.
4.98 The a u d ito r should ob ta in  an unders tand ing  o f both in te rn a l and 
externa l r is k  factors. T h is m ay be accomplished by a rev iew  o f contracts, 
inq u iries  o f und e rw rite rs , a review  o f p e rtin e n t trade  pub lica tions, and any 
o ther procedures deemed necessary under the  circum stances. The a ud ito r 
should consider these factors in  eva lua ting  a reasonable loss reserve range. 
The best estim ate  m ay not necessarily be m idw ay between the  h ighest and 
low est estim ates in  the  range, because ce rta in  factors (fo r example, r is k  
re te n tio n  lim its  and re trospective ly  ra ted  contracts) m ay reduce the  v a r ia b ility  
a t one end o f the  range b u t not a t the other.
4.99 W hen ana lyz ing  the v a ria b ility  o f loss reserves, the a u d ito r should 
be aware o f po te n tia l offsets th a t m ay serve to  reduce the  fin an c ia l sta tem ent 
effects o f m isstatem ents in  the  recorded loss reserves. Two common examples 
are ceded reinsurance and re trospective ly  ra ted  contracts (p rim a ry  or re in su r­
ance). Such offsets, i f  m a te ria l, should be included in  an analysis o f reserve 
ranges to  q u a n tify  the  tru e  income sta tem ent o r balance sheet effect th a t 
resu lts  from  an increase o r decrease in  loss reserves.
4.100 As noted p rev ious ly  in  the  discussion o f in te rn a l r is k  factors and 
p e r-risk  re te n tio n  levels, a low er ne t re te n tio n  leve l ty p ic a lly  w ou ld  tran s la te  
in to  a low er v a r ia b ility  o f reserves. In  add ition , the  a u d ito r should consider the 
w ork ings o f a ll s ign ifican t re insurance ceded contracts and the  effect th a t these 
contracts have on best estim ates and h ig h  and low  po in ts in  a range. In  
considering the effect o f re insurance ceded agreements on loss reserves, the 
a u d ito r should also consider the effect on ceded reinsurance prem ium s. See 
paragraphs 4.116 th rough  4.119 o f th is  chapter fo r a discussion o f the  effects 
o f ceded re insurance on loss reserve estim ates.
4.101 A  re trospective ly  ra ted  fea ture  in  an insurance contract means th a t 
increases or decreases in  incu rre d  losses m ay be w ho lly  or p a r tia lly  offset by 
changes to  earned b u t u n b ille d  prem ium s. As a re s u lt o f such a clause, an 
increase in  loss reserves m ay lead to  a receivable fo r a dd itio na l prem ium s 
w h ile  a decrease in  loss reserves m ay be offset by a reduction  in  prem ium s.
Evaluating the Financial Effect o f a Reserve Range
4.102 To determ ine the  am ount o f v a ria b ility  th a t is s ign ifican t to the 
fin a n c ia l sta tem ents, the  fin a n c ia l leverage o f a company should be analyzed. 
F ina nc ia l leverage refers to item s such as reserve-to-surp lus ra tios. The fin a n ­
c ia l position  o f a company w ith  a 2-to -1 reserve-to-surp lus ra tio  is less affected 
by v a r ia b ility  in  its  loss reserves th a n  is a company opera ting  a t a 4 -to -1 ra tio .
4.103 A d d itio n a lly , an analysis com paring the d ifference between re ­
corded loss reserves and the  h ig h  and low  ends o f a range w ith  key fin a n c ia l 
sta tem ent balances, such as surp lus or recorded loss reserves, m ig h t be per­
form ed. C om bin ing fin a n c ia l leverage w ith  o the r m a te r ia lity  factors p e rtin e n t 
to  the company (fo r exam ple, loan covenant agreements) m ay provide ins igh ts  
in to  the am ount o f va ria b ility  th a t is acceptable to  the auditor. Because o f the 
imprecise nature o f estim ating  loss reserves, the acceptable range o f loss reserve
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estim ates w ill genera lly  be h ighe r th a n  th a t o f a more tang ib le  balance such as 
accounts receivable or payable.
4.104 According to  SAS No. 47, A u d i t  R is k  a n d  M a te r ia l i t y  in  C o n d u c t in g  
a n  A u d it ,  as amended, “ I f  the a u d ito r believes the  estim ated am ount included 
in  the fin a n c ia l statem ents is unreasonable, he should tre a t the difference 
between the estim ate and the  closest reasonable estim ate  as a lik e ly  m issta te ­
m en t and aggregate i t  w ith  o ther lik e ly  m isstatem ents.” Therefore, i f  the  
recorded loss reserve is outside a range o f re a lis tic  estim ates, the  difference 
between the recorded reserve and the nearer end o f the reasonable reserve 
range should be trea ted  as an a u d it difference. T h is a u d it difference should be 
considered w ith  any o ther a u d it d ifferences to  evaluate the m a te r ia lity  o f the  
effects on the fin a n c ia l statem ents. I f  the difference is deemed m a te ria l, the  
a u d ito r should f ir s t  ask m anagem ent fo r add itio na l in fo rm a tion  th a t m ay have 
been overlooked in  the  o rig in a l eva lua tion . Then, i f  s t i l l  necessary, the  a ud ito r 
should a tte m p t to persuade m anagem ent to  m ake an appropria te  ad justm ent. 
I f  m anagem ent does no t m ake an appropria te  ad justm ent, the  a u d ito r should 
consider m od ify ing  h is  or he r rep o rt on the  fin a n c ia l statem ents.
4.105 SAS No. 98, O m n ib u s  S ta te m e n t o n  A u d i t in g  S ta n d a rd s —2 0 0 2 , 
amends SAS No. 47 to  c la r ify  th a t aud ito rs  should include both  q u a lita tive  and 
q u a n tita tive  considerations when eva lua ting  m isstatem ents and specifies the 
aforem entioned im portance o f in d iv id u a l and aggregate m issta tem ent ana ly­
sis. A d d itio n a lly , SAS No. 96, A u d i t  D o c u m e n ta t io n  (A IC PA , P ro fe s s io n a l 
S ta n d a rd s ,  vol. 1, A U  sec. 312), amends SAS No. 47, A u d i t  R is k  a n d  M a te r ia l­
i t y  in  C o n d u c t in g  a n  A u d it ,  to  add a requ irem en t to  SAS No. 47 to  document 
the  n a tu re  and effect o f m issta tem ents th a t the  a u d ito r aggregates as w e ll as 
the a u d ito r’s conclusion as to  w he ther the  aggregated m isstatem ents cause the 
fin a n c ia l sta tem ents to  be m a te ria lly  m isstated.
4.106 SAS No. 47 also states, “Since no one accounting estim ate can be 
considered accurate w ith  ce rta in ty , the a u d ito r recognizes th a t a difference 
between an estim ated am ount best supported by the  a u d it evidence and the 
estim ated am ount included in  the  fin a n c ia l statem ents m ay be reasonable, and 
such d ifference w ould  no t be considered to  be a lik e ly  m issta tem ent.” Accord­
ing ly , i f  the recorded loss reserve is w ith in  the reasonable range developed by 
the  aud ito r, an a u d it ad justm ent m ay no t be appropriate .
4.107 The significance o f the  v a r ia b ility  w ith in  a reasonable reserve 
range should also be evaluated aga inst the  fin a n c ia l statem ents. I f  the  d iffe r­
ence between the company’s recorded reserve and the  fa rth e r end o f the  reserve 
range is deemed s ign ifican t, the  a u d ito r should consider extending  a u d it 
procedures to obtain add itiona l evidentia l m atte r re la ting  to the reserve estimate.
4.108 M anagem ent m ust select a s ingle loss reserve estim ate th a t rep re ­
sents its  jud gm e n t about the  m ost lik e ly  circum stances and events. I f  m anage­
m ent develops a reasonable range, the  am ount recorded should be the best 
estim ate w ith in  th a t range. The a u d ito r should ob ta in  an unders tand ing  o f the 
process used by m anagem ent in  a rr iv in g  a t th is  estim ate. In  d e te rm in ing  the 
reasonableness o f loss reserves, the  a u d ito r also should consider the  consis­
tency o f reserve estim ates and any changes in  the degree o f conservatism  o f 
recorded reserves. A  change in  the  degree o f conservatism  o f m anagem ent’s 
estim ate  m ay be ind ica tive  o f a change in  m anagem ent’s reserve process. SAS 
No. 32 , A d e q u a c y  o f  D is c lo s u re  in  F in a n c ia l S ta te m e n ts , discusses the  a u d ito r’s 
resp on s ib ility  to  consider w he ther the fin a n c ia l sta tem ents include adequate 
disclosure o f m a te ria l m a tte rs  in  lig h t o f the circum stances and facts o f w h ich  
the a u d ito r is aware.
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Auditor Uncertainty About the Reasonableness o f Management's 
Estimate and Reporting Implications
4.109 O rd in a rily , the  a u d ito r w ou ld  look to  h is to rica l data  to  obta in  
ev id en tia l m a tte r th a t w il l  provide reasonable assurance th a t m anagem ent’s 
estim ate o f loss reserves is reasonable in  the  circum stances. Such h is to rica l 
data m ay not cu rre n tly  ex is t fo r ce rta in  new companies, fo r companies w ritin g  
s ig n ifica n t am ounts o f new lines o f business, or fo r companies w ith  a low  
volum e o f claim s. W hen the  h is to rica l data  is no t su ffic ien t to  resolve uncer­
ta in ty  about the reasonableness o f m anagem ent’s estim ate o f loss reserves and 
the a u d ito r is  unable to  resolve th a t u n ce rta in ty  th rough  o ther means, the 
a u d ito r shou ld  consider w h e th e r m anagem ent has adequate ly  disclosed the  
u n ce rta in ty  in  the notes to  the  fin an c ia l sta tem ents as requ ired  by FASB 
S tatem ent No. 5 and paragraphs 4 and 6 o f FASB In te rp re ta tio n  No. 14, and 
SOP 94-6. A  m a tte r in vo lv in g  an u n ce rta in ty  is one th a t is expected to  be 
resolved a t a fu tu re  date a t w h ich  tim e  conclusive e v id en tia l m a tte r concerning 
its  outcome w ou ld  be expected to become availab le . Conclusive ev iden tia l 
m a tte r concerning the u ltim a te  outcome o f unce rta in ties  cannot be expected to 
ex is t a t the  tim e  o f the  a u d it because the outcome and re la ted  e v id en tia l m a tte r 
are prospective. In  these circum stances, m anagem ent is responsible fo r e s ti­
m a tin g  the  effect o f fu tu re  events on the fin an c ia l statem ents, or de te rm in ing  
th a t a reasonable estim ate cannot be made and m ak ing  the  requ ired  disclo­
sures, a ll in  accordance w ith  GAAP, based on m anagem ent’s analysis o f 
ex is ting  conditions. Absence o f the  existence o f in fo rm a tio n  re la ted  to  the  
outcome o f an u n ce rta in ty  does no t necessarily lead to a conclusion th a t the  
e v iden tia l m a tte r supporting  m anagem ent’s assertion is no t su ffic ien t. R ather, 
the  a u d ito r’s judgm en t regard ing  the  suffic iency o f the e v iden tia l m a tte r is 
based on the e v iden tia l m a tte r th a t is, o r should be, availab le . If,  a fte r consid­
e ring  the e x is ting  conditions and ava ilab le  evidence, the  a u d ito r concludes th a t 
su ffic ien t e v id en tia l m a tte r supports m anagem ent’s assertion about the  na tu re  
o f a m a tte r in vo lv in g  an u n ce rta in ty  and its  p resen ta tion  or disclosure in  the 
fin a n c ia l sta tem ents, an u nq ua lifie d  op in ion  o rd in a rily  is  appropria te . I f  the 
a u d ito r is unable to  ob ta in  su ffic ien t e v iden tia l m a tte r to support manage­
m en t’s assertions about the  na tu re  o f a m a tte r in vo lv in g  an u n ce rta in ty  and its  
presentation or disclosure in  the financia l statements, the aud ito r should consider 
the need to express a qualified opinion or to disclaim  an opinion because o f a scope 
lim ita tion . A  qua lifica tion  or disclaim er o f opinion because o f a scope lim ita tio n  is 
appropriate i f  su ffic ient evidentia l m atte r related to an uncerta in ty does or did 
exist bu t was not available to the aud ito r fo r reasons such as m anagement’s record 
re tention  policies or a restric tion  imposed by management.
Use o f Specialists by Auditors in Evaluating Loss Reserves
4.110 I t  is the aud itor’s responsib ility to evaluate the reasonableness o f the 
loss reserve established by management. The procedures th a t the aud ito r should 
consider in  evaluating the reasonableness o f the loss reserve are described in  SAS 
No. 57. One o f the procedures the aud ito r may consider in  eva lua ting  the 
reasonableness o f the  loss reserve is using  the w o rk  o f a specialist. SAS No. 73 
provides guidance to  the  a u d ito r who uses the  w o rk  o f a specia list in  perfo rm ­
ing  an a u d it o f fin a n c ia l statem ents. I t  states th a t the  a u d ito r is not expected 
to have the  expertise o f a person tra in e d  fo r o r qua lifie d  to  engage in  the 
practice o f ano ther profession or occupation. The S tatem ent also states th a t the 
a u d ito r should evaluate the  re la tio n sh ip  o f the  specia list to the client, includ ing  
circumstances th a t m igh t im p a ir the spec ia lis t’s o b je c tiv ity . W hen a specia list 
does no t have a re la tio n sh ip  w ith  the  c lien t, the  specia lis t’s w o rk  u sua lly  w ill 
p rovide the a u d ito r w ith  g rea te r assurance o f re lia b ility . A lthough  SAS No. 73
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does no t preclude the a u d ito r from  u sing  the  w ork  o f a specia list who is re la ted  
to  the  c lien t, because o f the significance o f loss reserves to  the  fin a n c ia l 
sta tem ents o f insurance companies and the  com plexity and su b jec tiv ity  in ­
volved in  m ak ing  loss reserve estim ates, the  a u d it o f loss reserves requ ires the 
use o f an outside loss reserve specialist, th a t is, a specia lis t who is no t an 
employee o r o fficer o f the company. The te rm  lo ss  rese rve  s p e c ia lis t is  defined 
in  paragraphs 4.67 and 4.68 o f th is  chapter. See paragraph 4.113 fo r guidance 
about the  perform ance o f nonaud it services by aud itors.
4.111 In  accordance w ith  SAS No. 73, w henever the  a ud ito r uses the  w ork  
o f a specialist, the  a u d ito r should fu l f i l l  ce rta in  fundam enta l requirem ents. 
The a u d ito r should sa tis fy  h im se lf o r h e rse lf concerning the  professional 
qua lifica tions  and re p u ta tio n  o f the  specia list by in q u iry  or o ther procedures. 
The a u d ito r also should consider the re la tionsh ip , i f  any, o f the  specia list to  the 
c lien t. A n  unders tand ing  should be established between the a ud ito r, the c lien t, 
and the specia lis t as to  the  scope and n a tu re  o f the w o rk  to  be perform ed by the  
specia list and the  fo rm  and content o f the  specia list’s report. The a u d ito r has 
the  resp on s ib ility  to  ob ta in  an unders tand ing  o f the  m ethods o r assum ptions 
used by the  specia list to  determ ine w he ther the  fin d ings  o f the specia list are 
su itab le  fo r corrobora ting  representa tions in  the  fin a n c ia l statem ents. These 
respons ib ilities  app ly to  a ll the  s itua tions  described in  paragraph 4.112.
4.112 The fo llow ing  are descriptions o f s itua tions in vo lv in g  the  presence 
or absence o f a loss reserve specia list in  m anagem ent’s d e te rm ina tion  o f loss 
reserves and the  recommended response by the a u d ito r in  each s itu a tio n . 
S itu a t io n  1— The company has no loss reserve specia list invo lved in  the 
de te rm ina tion  o f loss reserves.
A u d it o r  response  to  s itu a t io n  1—As sta ted in  paragraph 4.70, th is  s itu a tio n  m ay 
constitu te  a reportab le  cond ition  and possibly a m a te ria l weakness in  in te rn a l 
contro l. The a u d ito r should use an outside loss reserve specia list to  develop an 
independent expectation o f the  loss reserve estim ate  recorded by the  company. 
S itu a t io n  2 — The company has an in-house loss reserve specia list who is 
invo lved in  the  d e te rm ina tion  o f loss reserves and the company does no t use an 
outside loss reserve specialist.
A u d ito r  response  to  s itu a t io n  2 — The a u d ito r w ou ld  be requ ired  to  use an 
outside loss reserve specia list to evaluate  the reasonableness o f the  company’s 
loss reserve estim ate.
S itu a t io n  3 — The company has no in-house specia list b u t invo lves an outside 
loss reserve specia list in  the  d e te rm ina tion  o f loss reserves.
A u d it o r  response  to  s itu a t io n  3 — The a u d ito r should evaluate the  re la tionsh ip , 
i f  any, o f the  specia list to  the  company. I f  the  specia list is  re la ted  to  the  c lien t, 
the  a u d ito r should perform  add itio na l procedures w ith  respect to  some or a ll o f 
the  specia lis t’s assum ptions, m ethods, o r find ings to  determ ine th a t the fin d ­
ings are no t unreasonable or should use an outside specia list fo r th a t purpose. 
S itu a t io n  4 — The company involves an in-house loss reserve specia list in  the  
de te rm ina tion  o f loss reserves and invo lves an outside loss reserve specia list 
to  separate ly rev iew  the loss reserves.
A u d ito r  response  to  s itu a t io n  4 — The a u d ito r could use the separate review  
perform ed by the  outside loss reserve specialist.
4.113 P roh ib itions  and res tric tion s  ex is t re la ted  to  the  perform ance o f 
nonaud it services fo r a u d it c lien ts, in c lu d ing  ce rta in  a c tu a ria l services. P ra c ti­
tione rs  should be aware o f and com ply w ith  these p ro h ib itio ns  and res tric tions , 
in c lu d in g  the  A IC P A  independence ru les (In te rp re ta tio n  101-3), SEC inde ­
pendence ru les, PCAOB independence ru les , as w e ll as ru le s  passed by GAO,
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state  licensing  boards, and others. S tate insurance regu la tors and the  N A IC  
are ind ep en d en tly  cons ide ring  w h e th e r ce rta in  p rov is ions o f the  Sarbanes- 
O xley A ct, in c lu d in g  p ro h ib itio n  aga inst the  a u d itin g  f irm  p rov id ing  in te rn a l 
a ud it, accounting and a c tu a ria l services, should be adopted by a ll insurance 
companies. P rac titione rs  should be a le rt to  developm ents in  th is  area.
Evaluating the Reasonableness of Loss Adjustm ent Expense Reserves
4.114 E va lua tion  o f the  reasonableness o f LA E  reserves invo lves m any o f 
the  same sk ills  th a t are needed to  evaluate the reasonableness o f loss reserves; 
therefore, such an eva lua tion  o rd in a rily  requ ires the  use o f an outside loss 
reserve specialist. F requen tly , both  DCC reserves and AO  reserves are calcu­
la ted  based on fo rm u las re la ted  to  pa id  losses; therefore, in  conjunction  w ith  
the  a u d it o f loss ad justm ent expenses, the  a u d ito r should perfo rm  su ffic ien t 
procedures to  ob ta in  assurance about the  re lia b ility  o f the  paid-loss data. (See 
paragraph 4.74 fo r fu rth e r details.) A lthough DCC and AO frequently are calcu­
lated using form ulas based on paid losses, they are calculated d iffe ren tly ; accord­
ing ly , d iffe ren t procedures are used in  the evaluation o f these tw o types o f reserves.
4.115 In  m ost circum stances, a developm ent tes t cannot be used as a test 
o f the  reasonableness o f the AO  reserve. The reasonableness o f the  AO  reserve 
is p r im a r ily  dependent on the  app lica tion  o f sound techniques o f cost account­
in g  and expense a llocation. The basis o f th is  a llocation  should be review ed by 
the  a u d ito r because the w ay th a t the  company allocates its  expenses w ill  have 
an effect on the AO reserve ca lcu la tion. T h is  rev iew  should focus on the  
a lloca tion  o f costs to  the  loss ad justm ent c lass ifica tion  as w e ll as the  a llocation  
w ith in  th a t c lass ifica tion  to  the  in d iv id u a l lines o f business.
C ed ed  R ein su ran ce  R ece ivab le
4.116 T h is  section discusses ce rta in  concepts and procedures th a t the 
a u d ito r should be aware o f to m ake a proper eva lua tion  o f the reasonableness 
o f re insurance receivable. T h is  section does not address the fo llo w in g  item s, 
w h ich  are discussed in  C hapter 6. Reference should be made to  C hapter 6 o f 
th is  guide fo r in fo rm a tio n  about—
•  The purpose and n a tu re  o f reinsurance.
•  Form s and types o f reinsurance.
•  G enera lly  accepted accounting practices fo r re insurance transactions.
•  In te rn a l con tro l considerations re la tin g  to  ceded and assumed re in su r­
ance and a descrip tion  o f a u d it procedures to  v e rify  the  in te g rity  o f 
recorded transaction  data  pu rsua n t to  such agreements.
Understanding an Insurance Company's Reinsurance Program
4.117 C hapter 6 o f th is  guide recommends th a t the  a u d ito r obta in  an 
unders tand ing  o f an insurance company’s reinsurance program  to p rope rly  
perfo rm  a u d it procedures to  v e rify  the  accuracy and completeness o f recorded 
cessions and assess the  a b ility  o f re insurers  to m eet th e ir  fin an c ia l ob ligations 
under such agreements. T h is understand ing  is also essentia l to  p rope rly  
evaluate the  reasonableness o f re insurance receivable balances. The scope o f 
th is  unders tand ing  should no t be lim ite d  to  the reinsurance program  cu rre n tly  
in  effect b u t should also include reinsurance program (s) in  effect d u rin g  
h is to rica l periods from  w h ich  loss experience w ill be used to p ro ject cu rre n t 
year u ltim a te  losses and re insurance recoveries.
4.118 N e t loss developm ent pa tte rns w ill  va ry  to the  exten t th a t cu rren t 
re insurance  a rrangem en ts  (coverages, leve ls o f re te n tio n , and type  and fo rm  
o f re insu rance ) d if fe r  from  a rrangem en ts  in  e ffect d u r in g  the  c la im  e xp e ri­
ence period used to pro ject losses. A ccording ly, the effect o f such differences on
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estim ates o f re insurance receivables w ill  need to  be ca re fu lly  assessed by the 
aud ito r. The leve l o f com p lexity  invo lved in  m ak ing  th is  assessment is la rge ly  
dependent on the types o f re insurance used and the am ount o f experience 
ava ilab le  under the program .
4.119 Special d iffic u ltie s  arise in  e s tim a ting  re insurance receivable on 
excess o f loss reinsurance arrangem ents in  w h ich  c la im  frequency is sporadic, 
re te n tio n  levels have changed, and/or aggregate excess o f loss arrangem ents 
are used. E stim ates o f re insurance receivables are genera lly  easiest fo r p r i­
m ary f ir s t  d o lla r coverages ( f irs t d o lla r coverage o f e ith e r p rope rty  or casualty 
business). A d d itio n a lly , re ly in g  on expected loss ra tios  as a guide fo r es tim a t­
in g  recoveries on excess re insurance arrangem ents w ill  no t be ve ry  h e lp fu l i f  
the p ric in g  o f such arrangem ents has va ried  from  year to  year w ith  l i t t le  
co rre la tion  to  the u nd e rly in g  economics o f these agreements. Some companies 
separate ly pro ject re insurance receivable on IB N R  losses by s tra tify in g  the  
data  base by size o f loss.
Disclosures5 of Certain M atters in the Financial 
Statements of Insurance Enterprises
Scope
4.120 SOP 94-5, D is c lo s u re s  o f  C e r ta in  M a tte rs  in  th e  F in a n c ia l S ta te ­
m e n ts  o f  In s u ra n c e  E n te rp r is e s , as amended by SOP 01-5, A m e n d m e n ts  to  
S p e c if ic  A IC P A  P ro n o u n c e m e n ts  f o r  C h a n g e s  R e la te d  to  th e  N A IC  C o d if ic a t io n ,  
applies to  annua l and complete sets o f in te r im  fin a n c ia l statem ents prepared 
in  con fo rm ity  w ith  GAAP o f p rope rty  and casua lty insurance enterprises as 
w e ll as life  and h ea lth  insurance enterprises (in c lud ing  m u tu a l life  insurance 
enterprises), re insurance enterprises, t it le  insurance enterprises, m ortgage 
g ua ran ty  insurance enterprises, fin a n c ia l g ua ra n ty  insurance enterprises, 
assessment enterprises, fra te rn a l bene fit societies, reciprocal or in te r in s u r­
ance exchanges, pools o the r th a n  p u b lic -e n tity  r is k  pools, syndicates, and 
captive insurance companies.
A p p lica b ility  to Statutory F in a n cia l Statem ents
4.121 A IC P A  A u d itin g  In te rp re ta tio n  No. 12, “E va lua tion  o f the A ppro ­
priateness o f In fo rm a tive  D isclosures in  Insurance E n te rp rises ’ F inanc ia l 
S tatem ents Prepared on a S ta tu to ry  Basis”  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  
vol. 1, A U  section 9623.60—.81), as amended, to SAS No. 62, requ ires aud ito rs 
to  app ly the  same disclosure eva lua tion  c r ite r ia  fo r s ta tu to ry  fin an c ia l s ta te ­
m ents as they do fo r fin a n c ia l s ta tem ents prepared in  con fo rm ity  w ith  G AAP.†
R elationsh ip  to O th er Pronouncem ents
4.122 In  some circumstances, the disclosure requ irem ents in  SOP 94-5, as 
amended, m ay be s im ila r to, or overlap, the disclosure requ irem ents in  ce rta in
5 See paragraph 2.70, paragraphs 1.53 to 1.55, and the “Preface” section of this Guide for 
additional information on new rules and regulations.
† The Emerging Accounting Issues Working Group has issued Interpretation 04-1, A p p lic a b ility  
o f  N ew  G A A P  D isclosures P r io r  to  N A IC  C onsidera tion  which states that reporting entities need not 
apply GAAP disclosures not yet accepted or rejected by the NAIC. The issue will need to be resolved 
with Auditing Interpretation No. 12, E v a lu a tio n  o f  the A ppropria teness o f In fo rm a tiv e  D isclosures in  
Insu rance  E n te rp rises  as P repared on a S ta tu to ry  B asis (AICPA, P ro fessiona l S ta n d a rd s , vol. 1, AU 
sec. 9623.60-.81) of SAS No. 62 (Specia l Reports), as amended by AICPA SOP 01-5, Am endm ents to 
Specific  A IC P A  Pronouncem ents fo r  Changes R ela ted  to the N A IC  C od ifica tion . Due to conflicting 
guidance, accounting firms following professional standards may still require additional disclosures 
for new GAAP pronouncements that have not yet been addressed by the NAIC, which is being 
discussed by the NAIC/AICPA Working Group.
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o the r a u th o rita tive  accounting pronouncem ents issued by the  F inanc ia l Ac­
coun ting  S tandards Board (FASB), the  A m erican  In s titu te  o f C e rtified  P ublic 
Accountants (A IC P A ), o r the  Securities and Exchange Com m ission (SEC). F or 
exam ple—
•  FASB S tatem ent No. 5 requ ires ce rta in  disclosures re la ted  to loss 
contingencies, in c lu d in g  catastrophe losses o f p rope rty  and casualty 
insurance companies.
•  FASB S tatem ent No. 60 requ ires ce rta in  disclosures about lia b ilit ie s  
fo r unpaid claims and claim  adjustm ent expenses and sta tu to ry  capital.
•  FASB S tatem ent No. 113 requ ires ce rta in  disclosures about re in su r­
ance transactions.
•  SOP 94-6 requ ires disclosures about ce rta in  s ign ifican t estim ates.
•  The SEC Securities A c t Guide 6, D is c lo s u re s  C o n c e rn in g  U n p a id  
C la im s  a n d  C la im  A d ju s tm e n t  E xpenses  o f  P ro p e r ty -C a s u a lty  I n s u r ­
ance  U n d e rw r ite rs ,  requ ires disclosures o f in fo rm a tio n  about l ia b il i­
ties fo r unpa id  cla im s and c la im  ad justm ent expenses.
The disclosure requ irem ents in  SOP 94-5, as amended, supplem ent the  disclo­
sure requ irem en ts  in  o the r a u th o rita tiv e  pronouncem ents. SOP 94-5, as 
amended, does n o t a lte r the  requ irem ents o f any FASB or SEC pronouncem ent.
C o n clu sio ns
4.123 The disclosure requ irem ents in  th is  section should be read in  
con junction  w ith  “ I llu s tra tiv e  D isclosures” (paragraph 4.131 th rough  4.134), 
and “Discussion o f Conclusions,”  w hich is presented in  Appendix P o f th is  Guide.
P erm itted  S ta tu to ry  A ccoun ting  P ractices
4.124 The insurance law s and regu la tions o f the  states requ ire  insurance 
companies dom iciled in  those states to  com ply w ith  the  guidance provided in  
the  N A IC  A c c o u n t in g  P ra c tic e s  a n d  P ro c e d u re s  M a n u a l except as prescribed o r 
pe rm itted  by sta te  law . The N A IC  codified s ta tu to ry  accounting practices fo r 
ce rta in  insurance enterprises, re su ltin g  in  a revised A c c o u n t in g  P ra c tic e s  a n d  
P ro c e d u re s  M a n u a l.  A ll states requ ire  insu re rs  to  com ply w ith  m ost, i f  n o t a ll, 
p rovis ions o f the  revised M anua l. A u d ito rs  o f insurance ente rp rises should 
m o n ito r the  s ta tus o f the  adoption  o f the  revised M an ua l by the  va rious sta te  
re g u la to ry  a u th o ritie s .
4.125 Prescribed s ta tu to ry  accounting practices are those practices th a t 
are incorporated d ire c tly  or by reference in  sta te  law s, regu la tions, and general 
a d m in is tra tive  ru les  applicable to  a ll insurance enterprises dom iciled in  a 
p a rtic u la r state. A  state m ay adopt the revised M anua l in  w hole, o r in  pa rt, as 
an e lem ent o f prescribed s ta tu to ry  accounting practices. If, however, the 
requ irem ents o f sta te  law s, regu la tions, and a d m in is tra tive  ru les d iffe r from  
the guidance provided in  the  revised M anua l o r subsequent revisions, those 
sta te  laws, regu la tions, and a d m in is tra tive  ru les w ill  take  precedence. A u d i­
to rs  o f insurance enterprises should rev iew  sta te  law s, regu la tions, and adm in ­
is tra tiv e  ru les  to  de te rm ine  the  specific prescribed s ta tu to ry  accounting 
practices applicable in  each state.
4.126 P e rm itted  s ta tu to ry  accounting practices inc lude  practices no t p re ­
scribed by the  d o m ic ilia ry  sta te  as described in  paragraph  4.125 above, b u t 
a llowed by the d o m ic ilia ry  sta te  regu la to ry  a u th o rity . A n  insurance enterprise  
m ay request perm ission from  the  d om ic ilia ry  sta te  reg u la to ry  a u th o rity  to  use 
a specific accounting practice in  the  p repa ra tion  o f the  en te rp rise ’s s ta tu to ry  
fin a n c ia l sta tem ents (a) i f  i t  w ishes to  depart from  the prescribed s ta tu to ry  
accounting practice, o r (b ) i f  prescribed s ta tu to ry  accoun ting  p ractices do no t 
address the  accounting fo r the  transaction . According ly, p e rm itted  accounting
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practices d iffe r from  sta te  to state, m ay d iffe r from  company to  company w ith in  
a state, and m ay change in  the  fu tu re .
4.127 The disclosures in  th is  paragraph should be made i f  (a) sta te  
prescribed s ta tu to ry  accounting practices d iffe r from  N A IC  s ta tu to ry  account­
in g  practices o r (6) p e rm itted  state s ta tu to ry  accounting practices d iffe r from  
e ith e r sta te  prescribed s ta tu to ry  accounting practices o r N A IC  s ta tu to ry  ac­
coun ting  practices. The disclosures should be made i f  the  use o f prescribed or 
pe rm itted  s ta tu to ry  accounting practices ( in d iv id u a lly  o r in  the  aggregate) 
resu lts  in  reported  s ta tu to ry  su rp lus o r risk-based cap ita l th a t is  s ig n ifica n tly  
d iffe re n t from  the  s ta tu to ry  su rp lus o r risk-based cap ita l th a t w ou ld  have been 
reported  had N A IC  s ta tu to ry  accounting practices been fo llow ed. I f  an in s u r­
ance company’s risk-based cap ita l w ou ld  have triggered  a regu la to ry  event had 
i t  no t used a p e rm itted  practice, th a t fact should be disclosed in  the  fin an c ia l 
statem ents. Insurance enterprises should disclose, a t the date each fin an c ia l 
s ta tem ent is presented, a descrip tion  o f the  prescribed or p e rm itted  s ta tu to ry  
accounting practice and the  re la ted  m onetary effect on s ta tu to ry  surp lus o f 
using  an accounting practice th a t d iffe rs  from  e ith e r sta te  prescribed s ta tu to ry  
accounting practices o r N A IC  s ta tu to ry  accounting practices.6
L ia b ility  fo r  U npa id  C la im s and  C la im  A d justm en t Expenses
4.128 The lia b il ity  fo r unpa id  cla im s and c la im  ad justm ent expenses 
represents the amounts needed to provide fo r the estimated u ltim a te  cost o f 
se ttling  claims re la ting  to  insured events th a t have occurred on or before a 
p a rticu la r date (o rd inarily , the statem ent o f financia l position date). The esti­
m ated lia b ility  includes the am ount o f money th a t w ill be required fo r fu tu re  
payments o f (a) claims th a t have been reported to  the insurer, (b ) claims related 
to insured events th a t have occurred b u t th a t have not been reported to the insu re r 
as o f the date the lia b ility  is  estimated, and (c) cla im  adjustm ent expenses. C laim  
adjustm ent expenses include costs incurred in  the claim  settlem ent process such 
as legal fees; outside adjuster fees; and costs to record, process, and adjust claims.
4.129 F inanc ia l sta tem ents should disclose fo r each fisca l year fo r w h ich  
an income sta tem ent is presented the  fo llo w in g  in fo rm a tio n  about the lia b ility  
fo r unpa id  cla im s and c la im  ad justm ent expenses:
a . The balance in  the  lia b ility  fo r unpa id  cla im s and c la im  ad justm ent 
expenses a t the  beg inn ing  and end o f each fisca l year presented, and 
the  re la ted  am ount o f re insurance recoverable
b. In cu rred  cla im s and c la im  ad justm ent expenses w ith  separate d is­
closure o f the p rovis ion  fo r insured  events o f the cu rre n t fisca l year 
and o f increases o r decreases in  the p rovis ion  fo r insu red  events o f 
p r io r fisca l years
c. Paym ents o f cla im s and cla im  ad justm ent expenses w ith  separate 
disclosure o f payments o f claims and claim  adjustm ent expenses a ttr ib ­
utable to  insured events o f the curren t fiscal year and to  insured events 
o f p rio r fiscal years
6 Disclosures in this paragraph should be applied by a U.S. insurance enterprise, a U.S. 
enterprise with a U.S. insurance subsidiary, or a foreign enterprise with a U.S. insurance subsidiary, 
i f  the enterprise prepares U.S. GAAP financial statements. I f  a foreign insurance enterprise that does 
not have a U.S. insurance subsidiary prepares U.S. GAAP financial statements or is included in its 
parent’s consolidated U.S. GAAP financial statements, the notes to the financial statements should 
disclose permitted regulatory accounting practices that significantly differ from the prescribed 
regulatory accounting practices of its respective regulatory authority, and their monetary effects.
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Also, insurance enterprises should discuss the reasons fo r the change in  incurred 
claims and c laim  adjustm ent expenses recognized in  the income statem ent a ttr ib ­
utable to insured events o f p rio r fiscal years and should indicate w hether additional 
premiums or re tu rn  premiums have been accrued as a result o f the prior-year effects.
4.130 In  add itio n  to  the  disclosures requ ired  by FASB S tatem ent No. 5 
and o ther accounting pronouncem ents, insurance enterprises should disclose 
m anagem ent’s policies and m ethodologies fo r es tim a ting  the lia b il ity  fo r un ­
pa id  cla im s and c la im  ad justm ent expenses fo r d ifficu lt-to -e s tim a te  lia b ilitie s , 
such as fo r cla im s fo r tox ic  waste cleanup, asbestos-related illnesses, o r o ther 
mass to r t and env ironm enta l exposures.
Illustrative D isclosures
4.131 The fo llo w in g  illu s tra tio n s  are guides to  im p lem en ta tion  o f the 
disclosures requ ired  by SOP 94-5, as amended. Insurance enterprises are no t 
requ ired  to  d isp lay the  in fo rm a tio n  conta ined here in  in  the specific m anner or 
in  the degree o f d e ta il illu s tra te d . A lte rn a tive  disclosure presenta tions are 
perm issib le  i f  they sa tis fy  the  disclosure requ irem ents o f SOP 94-5.
P rescribed o r P e rm itted  S ta tu to ry  A ccoun ting  P ractices
4.132 Fo llow ing  are tw o  examples o f illu s tra tiv e  disclosures th a t an 
insurance ente rp rise  could m ake to m eet the requ irem ents o f SOP 94-5.
N o te  X . S ta tu to ry  A c c o u n tin g  P ra c tice s
The Com pany’s s ta tu to ry  fin a n c ia l s ta tem ents are presented on th e  basis o f 
accounting p ractices prescribed or p e rm itte d  by th e  [s ta te  o f  d o m ic ile ] In s u r­
ance D epa rtm en t. [S ta te  o f  d o m ic ile ]  has adopted the  N a tio n a l A ssocia tion o f 
Insurance  C om m issioners’ s ta tu to ry  accounting practices (N A IC  SAP) as the  
basis o f its  s ta tu to ry  accounting practices, except th a t i t  has re ta in e d  the  
prescribed p ractice  o f w r it in g  o ff goodw ill im m e d ia te ly  to  s ta tu to ry  su rp lu s  in  
the  year o f acqu is ition .
In  add ition , the  com m issioner o f [s ta te  o f  d o m ic ile ] Insurance D epartm ent has the  
r ig h t to  p e rm it o ther specific practices th a t m ay deviate from  prescribed practices.
The com m issioner has pe rm itted  the Com pany to record its  home office p roperty  
a t estim ated fa ir  va lue instead o f a t depreciated cost, as requ ired  by N A IC  SAP.
T h is accounting practice increased s ta tu to ry  cap ita l and surp lus by $2.5 m illio n  
and $2.3 m illio n  a t December 3 1 , 20X2 and 20X1, respectively, over w h a t i t  w ould  
have been had the  pe rm itte d  practice no t been allowed. The Com pany’s s ta tu to ry  
cap ita l and surp lus, in c lu d in g  the effects o f the  pe rm itted  practice, was $30.0 
m illio n  and $27.9 m illio n  a t December 31, 20X2 and 20X1, respectively.
H ad the  Com pany am ortized  its  goodw ill over ten  years and recorded its  home 
office p ro p e rty  a t deprecia ted cost, in  accordance w ith  N A IC  SAP, th e  Com­
pany’s ca p ita l and su rp lu s  w ou ld  have been $29.9 m illio n  and $27.7 m illio n  a t 
Decem ber 31, 20X2 and 20X1, respective ly.[1]
[1]Footnote deleted by the issuance o f S tatem ent o f Position 01-5, December 2001.] 
N o te  X . S ta tu to ry  A c c o u n tin g  P ra c tice s
The Com pany’s s ta tu to ry  fin a n c ia l statem ents are presented on the  basis o f 
accounting practices prescribed or pe rm itted  by the  [s ta te  o f  d o m ic ile ] Insurance  
D epartm ent. [S ta te  o f  d o m ic ile ] has adopted the N a tio n a l Association o f Insurance  
Com m issioners’ s ta tu to ry  accounting practices (N A IC  SAP) as the  basis o f its  
s ta tu to ry  accounting practices, except th a t i t  has re ta ined  the  prescribed practice  
o f w r itin g  o ff goodw ill im m ed ia te ly  to  s ta tu to ry  surp lus in  the  year o f acquisition.
In  add ition , the  com m issioner o f the  [s ta te  o f  d o m ic ile ] Insurance D epartm ent has 
the r ig h t to  pe rm it other specific practices th a t m ay deviate from  prescribed practices.
The commissioner has perm itted  the Company to record its  home office property a t 
estim ated fa ir  va lue instead o f a t depreciated cost, as required by N A IC  SAP.
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The m one ta ry  e ffect on s ta tu to ry  ca p ita l and su rp lu s  o f u s ing  accounting  
practices prescribed o r p e rm itte d  by th e  [s ta te  o f  d o m ic i le ]  Insu rance  D e p a rt­
m en t is  as fo llow s:
D e c e m b e r 3 1
2 0 X 2 2 0 X 1
$m $m
S ta tu to ry  ca p ita l and su rp lus  per s ta tu to ry
fin a n c ia l sta tem ents $30.0 $27.9
E ffe c t o f p e rm itte d  p ractice  o f reco rd ing  home
office p ro p e rty  a t estim a ted  fa ir  va lue (2.5) (2.3)
E ffe c t o f [s ta te  o f dom ic ile ’s] prescribed practice
o f im m ed ia te  w rite -o ff o f goodw ill2 2.4 2.1
S ta tu to ry  ca p ita l and su rp lu s  in  accordance w ith
th e  N A IC  s ta tu to ry  accounting p ractices3 $29.9 $27.7
2 T h is  am oun t com pared to  th e  p rio r  yea r re flec ts  the  n e t im p ac t o f an 
a d d itio n a l yea r’s a m o rtiza tio n  and the  fa c t th a t a d m itte d  goodw ill is  based on 
the  leve l o f s ta tu to ry  ca p ita l and su rp lus  and th u s  can flu c tu a te .
3 In  the  in it ia l year o f im p lem en ta tion  o f th is  disclosure, p rio r year am ounts fo r 
the  effect o r pe rm itted  practices and prescribed practices should be disclosed as 
requ ired  under the  o rig in a l SOP 94-5.
L ia b ility  fo r  U npa id  C la im s a n d  C la im  A d jus tm en t Expenses
4.133 The fo llo w in g  is an illu s tra tio n  o f in fo rm a tio n  an insurance en te r­
prise w ou ld  disclose to  m eet the  requ irem ents o f paragraph 4.129. (Th is 
illu s tra tio n  presents am ounts incu rre d  and pa id  ne t o f re insurance. The in fo r­
m ation  m ay also be presented before the effects o f re insurance w ith  separate 
analysis o f re insurance recoveries and recoverables re la ted  to  the  incu rred  and 
pa id  am ounts.)
N ote X . L ia b il i ty  fo r  U n p a id  C la im s  a n d  C la im  A d ju s tm e n t Expenses
A c tiv ity  in  th e  lia b ility  fo r u n pa id  c la im s and c la im  ad ju s tm e n t expenses is
sum m arized as fo llow s.
2 0 X 2  2 0 X 1
B alance a t Ja n u a ry  1 $7,030 $6,687
Less re insu rance  recoverables 1,234 987
N e t B alance a t J a n u a ry  1 5,796 5,700
In cu rre d  re la te d  to:
C u rre n t yea r 2,700 2,600
P rio r years (171) 96
T o ta l in cu rre d  2,529 2,696
P a id  re la te d  to:
C u rre n t ye a r 781 800
P rio r years 2,000 1,800
T o ta l pa id  2,781 2,600
N e t Balance a t December 31 5,544 5,796
P lus re insurance  recoverables 1,255 1,234
Balance a t December 31 $6,799 $7,030
As a re s u lt o f changes in  estim ates o f in su red  events in  p rio r years, th e  c la im s  
and c la im  ad ju s tm e n t expenses (ne t o f re insu rance  recoveries o f $X  and $X in
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20X2 and 20X1, respective ly) decreased by $171 m illio n  in  20X2 re fle c tin g  
lo w e r-th a n -a n tic ip a te d  losses on H u rrica n e  H ow ard, and increased by $96 
m illio n  in  20X1 re fle c tin g  h ig h e r-th a n -a n tic ip a te d  losses and re la te d  expenses 
fo r c la im s fo r asbestos-related illnesses, tox ic  w aste cleanup, and w o rke rs ’ 
com pensation.
4.134 The fo llow ing  is an illu s tra tio n  o f an insurance ente rp rise  disclo­
sure designed to m eet the  requ irem ents o f paragraph 4.130. (A d d itio n a l disclo­
sures about the  lia b ilit ie s  fo r unpa id  cla im s and c la im  ad justm ent expenses 
m ay be requ ired  under FASB S tatem ent No. 5, FASB In te rp re ta tio n  14, 
R easonab le  E s t im a t io n  o f  the  A m o u n t o f  a  Loss, SOP 94-6, and SEC requirem ents.)
N ote X . E n v iro n m e n ta l a n d  Asbestos R e la te d  C la im s
In  e s ta b lish in g  th e  lia b ility  fo r u n pa id  c la im s and c la im  a d jus tm en t expenses 
re la te d  to  asbestos-related illnesses and tox ic  w aste cleanup, m anagem ent 
considers facts  c u rre n tly  know n and th e  cu rre n t s ta te  o f the  la w  and coverage 
litig a tio n . L ia b ilitie s  are recognized fo r know n c la im s (in c lu d in g  th e  cost o f 
re la te d  lit ig a tio n )  w hen su ffic ie n t in fo rm a tio n  has been developed to  ind ica te  
the  invo lvem en t o f a specific insurance  po licy, and m anagem ent can reasonably  
estim a te  its  lia b ility . In  a d d itio n , lia b ilit ie s  have been established to  cover 
a d d itio n a l exposures on bo th  know n and unasserted c la im s. E stim a tes o f th e  
lia b ilit ie s  are review ed and updated co n tin u a lly . Developed case la w  and  
adequate c la im  h is to ry  do n o t e x is t fo r such cla im s, especia lly because s ig n ifi­
can t u n c e rta in ty  exists about the  outcom e o f coverage lit ig a tio n  and w h e th e r 
past c la im  experience w ill be rep resen ta tive  o f fu tu re  c la im  experience.
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Chapter 5 
The Investment Cycle
5.01 A  p rope rty  and lia b il ity  insurance company functions as a condu it o f 
funds. I t  collects funds from  those des iring  pro tection  from  fin a n c ia l loss and 
disburses funds to  those who in cu r such losses. D u rin g  the period between 
rece ip t o f funds and the  paym ent o f losses, the p rope rty  and lia b il ity  insurance 
company invests the funds.
5.02 The assets o f a p rope rty  and lia b il ity  insurance company consist 
m a in ly  o f investm ents in  bonds, stocks, m ortgage loans, and rea l estate.
Regulation
5.03 Because insurance companies have a pub lic  respon s ib ility  to  be able 
to m eet th e ir  obligations to  policyholders, state insurance sta tu tes and regu la ­
tions prescribe standards and lim ita tio n s  on investm en t ac tiv itie s . R egula tory 
requ irem ents and res tric tion s  va ry  by state. M ost states requ ire  insurance 
companies to  invest a ce rta in  percent o f reserves in  specified classes o f inves t­
m ents. Once the  m in im um s are m et, the  company m ay invest in  o the r k inds o f 
investm ents. M ost states, however, specify a m axim um  percentage o f assets 
th a t m ay be invested in  p a rtic u la r classes o f investm ents. S tate regu la tions 
m ay also prescribe m ethods fo r rep o rting  investm ents, set requ irem ents re ­
gard ing  m atte rs  such as the  loca tion  and safeguarding o f assets, and set 
lim ita tio n s  on inves ting  in  fu tu res, fu tu re s  contracts, and options. For exam­
ple, a regu la to ry  a u th o rity  m ay requ ire  some investm ents to  be deposited w ith  
the state insurance departm ent as a cond ition  fo r w r itin g  business in  th a t 
state. Insurance sta tu tes and regu la tions va ry  by state, b u t the regu la tions o f 
the  state o f dom icile  have precedence; however, subs tan tia l compliance p ro v i­
sions in  states such as N ew  Y o rk  m ust also be followed. The a u d ito r should 
ob ta in  an unders tand ing  o f the  s ta tu to ry  requirem ents concerning inves t­
m ents o f the  company th a t could affect the company’s in te n t to  ho ld  ce rta in  
investm ents to  m a tu rity .
Investment A lternatives
5.04 Insu re rs  p lan  th e ir  investm en t s tra tegy to  com plem ent th e ir  in s u r­
ance business. Funds are invested so th a t the income from  investm ents p lus 
m a tu ritie s  meets the ongoing cash flo w  needs o f the  company. T h is  approach, 
one o f m atch ing  assets and lia b ilitie s , requires a correct m ix  o f long- and 
short-te rm  investm ents and is genera lly  re fe rred  to  as asset and lia b ility  
m anagem ent.
Short-Term  Investm ents
5.05 In  a dd ition  to  ho ld ing  long-te rm  investm ents consisting o f bonds, 
stocks, rea l estate, and m ortgages, insurance companies genera lly  m a in ta in  
sho rt-te rm  portfo lios consisting o f assets w ith  m a tu ritie s  o f less th a n  one year 
to  m eet liq u id ity  needs. S hort-te rm  investm ents o f p rope rty  and lia b il ity  
insurance companies typ ic a lly  consist o f com m ercial paper, ce rtifica tes o f 
deposit, T reasury  b ills , and money m arke t funds.
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5.06 R e p u rc h a s e  a g ree m en ts . The use o f repurchase agreements (repos) 
as a sho rt-te rm  investm en t has gained w idespread acceptance. Repos and 
reverse repos, (w h ich  include d o lla r repurchase and d o lla r reverse repurchase 
agreements), are contracts to  sell and repurchase or to  purchase and se ll back 
the  same or s im ila r in s tru m e n t (same issuer) w ith in  a specified tim e . In  such 
transactions, the  u nd e rly in g  securities m ay be received by the  lender o r a 
th ird -p a rty  custodian; they m ay also be designated or he ld  by the  borrow er on 
b eh a lf o f the  lender as “co lla te ra l.” The m a tu r ity  o f the agreem ent is fixed  by 
the contract and depends on the  needs o f the borrow er and the w illingness o f 
the lender. F or example, agreements m ay be s truc tu red  on a day-by-day basis 
w hereby the  te rm s are negotiated da ily .
5.07 The d ifference between the purchase price and the repurchase price, 
or sale price, p lus accrued in te re s t on the  security  represents investm en t 
income.
5.08 As stated above, d o l la r  re p u rc h a s e  a g re e m e n ts  (also called d o l la r  
r o l ls )  are agreements to sell and repurchase s im ila r b u t not ide n tica l securi­
tie s , u s u a lly  M B S , also re fe rre d  to  as p a s s - th ro u g h  c e r t if ic a te s  o r m o rtg a g e -  
p a r t ic ip a t io n  c e r t if ic a te s .  D o lla r  ro lls  d if fe r  fro m  re g u la r  re p u rch a se  
agreements in  th a t the securities sold and repurchased, w h ich  are u sua lly  o f 
the  same issuer, are represented by d iffe re n t certifica tes, are co lla te ra lized  by 
d iffe re n t b u t s im ila r m ortgage pools (fo r example, s ing le -fam ily  res ide n tia l 
m ortgages), and genera lly  have d iffe re n t p rin c ip a l am ounts. The m ost common 
types o f d o lla r ro lls  are fixed-coupon and y ie ld-m aintenance agreements. In  a 
f ix e d -c o u p o n  a g re e m e n t, the  securities repurchased have the same stated 
in te re s t ra te  as, and m a tu ritie s  s im ila r to, the  securities sold and are genera lly  
priced to  re s u lt in  su b s ta n tia lly  the same y ie ld . The se lle r-borrow er re ta ins 
contro l over the  fu tu re  economic benefits o f the  securities sold and assumes no 
a dd itio na l m a rke t ris k . In  a y ie ld -m a in te n a n c e  a g re e m e n t, the securities re p u r­
chased m ay have a d iffe re n t s ta ted  in te re s t ra te  fro m  th a t o f the  secu ritie s  
sold and are genera lly  priced to  re su lt in  d iffe re n t y ie lds as specified in  the 
agreem ent.1 The se lle r-bo rro w e r su rrenders  co n tro l over the  fu tu re  eco­
nom ic benefits o f the  securities sold and assumes add itio na l m a rke t risk . 
Y ie ld -m aintenance agreements m ay conta in  par cap2 provisions th a t could 
s ig n ifica n tly  a lte r the economics o f the transactions. In  a ro l lo v e r  and/or 
e x te n s io n , securities invo lved in  repos are no t delivered on the  se ttlem en t date 
o f the  agreem ent and the  contract m ay be ro lled  over or extended upon m u tu a l 
agreem ent o f the  buyer-lender and seller-borrow er. B re a k a g e  occurs when 
securities repurchased under repos com m only have a p rin c ip a l am ount th a t 
d iffe rs  from  the  p rin c ip a l am ount o f the security  o rig in a lly  sold under the 
agreement. T h is  is p a rtic u la rly  common to  d o lla r ro lls . The d ifference occurs 
because the p rin c ip a l am ounts o f M BS genera lly  d iffe r as a re su lt o f the 
m on th ly  a m o rtiza tion  o f p rin c ip a l balances o f m ortgages co lla te ra liz ing  the 
M BS. The am ount o f the  breakage is a fac to r in  d e te rm in ing  w he ther substan­
t ia lly  the same security  is reacquired in  the  repo transaction , th a t is, w he ther 
good de live ry  (one in  accordance w ith  the  te rm s o f the  agreem ent) has been m et 
on repurchase o f the  M BS.
5.09 I f  the c r ite r ia  in  paragraph 9 o f FASB S tatem ent No. 140, A c c o u n t­
in g  fo r  T ra n s fe rs  a n d  S e rv ic in g  o f  F in a n c ia l  A s s e ts  a n d  E x t in g u is h m e n ts  o f
1 The price-spread relationship between securities with different contract interest rates does 
not move in tandem. The existence of yield and price disparities provides opportunities for the 
buyer-lender to deliver, within the terms of the agreement, certificates providing the greatest benefit 
to the buyer-lender.
2 A  par cap provision limits the repurchase price to a stipulated percentage of the face amount 
of the certificate. Fixed-coupon agreements do not contain par cap provisions.
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L ia b i l i t i e s ,* are met, the transferor should account fo r the repurchase agreement 
as a sale o f fin an c ia l assets and a fo rw a rd  repurchase com m itm ent, and the 
transferee should account fo r the agreem ent as a purchase o f fin a n c ia l assets 
and a fo rw a rd  resale com m itm ent. O the r transfe rs  th a t are accompanied by an 
agreement to repurchase the transferred  assets th a t should be accounted fo r as 
sales include transfers w ith  agreements to  repurchase a t m a tu rity  and transfers 
w ith  repurchase agreements in  w hich the transferee has not obtained colla tera l 
suffic ient to fund  substantia lly  a ll o f the cost o f purchasing replacement assets.
5.10 F urtherm ore , wash sales th a t p rev iously were no t recognized i f  the 
same fin a n c ia l asset was purchased soon before o r a fte r the  sale should be 
accounted fo r as sales under FASB S tatem ent No. 140. Unless there  is a 
concurrent contract to  repurchase or redeem the  trans fe rred  fin a n c ia l assets 
from  the  transferee, the  tran s fe ro r does no t m a in ta in  effective contro l over the 
trans fe rred  assets. See a dd itio na l FASB S tatem ent No. 140 guidance in  para ­
graphs 5.41 th ro ug h  5.48.
5.11 S e c u r it ie s  le n d in g . Insurance companies occasionally loan th e ir  
bonds and stocks to  securities brokers or dealers fo r tem pora ry  purposes, 
generally to cover a broker’s short-sale or fa il transactions, the la tte r aris ing  when 
securities are not delivered in  proper form . In  exchange fo r lending the securities, 
the company should receive cash co lla tera l from  the b roker in  an am ount equal to 
or exceeding the m arke t values o f the securities on th a t day; th is  co lla te ra l is 
im m ed ia te ly  invested fo r the  company’s benefit. The m a rke t values o f the 
securities on loan should be closely m on itored , and changes in  excess o f an 
agreed-upon range cause the release o f the  co lla te ra l or an increase in  co lla t­
e ra l. Securities lend ing  has no effect on the  va lu a tio n  o f securities fo r s ta tu to ry  
accounting purposes, provided the am ount o f the co lla te ra l a t least equals the 
requ ired  co lla te ra l as specified by the N A IC ; however, i f  the co lla te ra l is less 
th a n  requ ired , the  va lue o f the  securities w ou ld  be w ritte n  down under GAAP.
5.12 In  some securities lend ing  transactions the  c r ite r ia  in  paragraph 9 
o f FASB S tatem ent No. 140 are m et, and consideration o ther th a n  beneficia l 
in te rests  in  the  trans fe rred  assets is  received. Those transactions should be 
accounted fo r (a) by the tran s fe ro r as a sale o f the loaned securities fo r proceeds 
consisting o f the cash co lla te ra l and a fo rw ard  repurchase com m itm ent and (b ) 
by the  transferee as a purchase o f the  borrowed securities in  exchange fo r the 
co lla te ra l and a fo rw a rd  resale com m itm ent. D u rin g  the  te rm  o f th a t agree­
m ent, the  tran s fe ro r has surrendered contro l over the  securities trans fe rred  
and the  transferee has obta ined contro l over those securities w ith  the a b ility  
to  se ll o r tra n s fe r them  a t w ill.  In  th a t case, cred itors o f the tran s fe ro r have a 
c la im  on ly to  the  co lla te ra l and the  fo rw a rd  repurchase com m itm ent.
5.13 However, some securities lend ing  transactions are accompanied by 
an agreem ent th a t en title s  and obligates the  tran s fe ro r to repurchase or 
redeem the  trans fe rred  assets before th e ir  m a tu r ity  under w h ich  the tra n s ­
fe ro r m a in ta ins  effective contro l over those assets. Those transactions sha ll be 
accounted fo r as secured borrow ings, in  w hich  cash (or securities th a t the 
ho lder is p e rm itted  by contract or custom to  se ll or repledge) received as 
colla tera l is considered the amount borrowed, the securities loaned are considered 
pledged as co lla te ra l aga inst the cash borrowed and reclassified as set fo rth  in
* The FASB has issued an exposure draft of a proposed statement titled Q u a lify in g  S pec ia l-P ur­
pose E n titie s  a nd  Is o la tio n  o f  T ransferred  Assets— A n  A m endm en t o f  FA S B  S ta tem ent No. 140. The 
exposure draft modifies and adds requirements for qualifying special purpose entities, including but 
not limited to isolation, investment, and transaction criteria. A  final standard is expected to be issued 
during the second half of 2004. Readers should be alert to any final pronouncement.
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paragraph 15(a) o f FASB S tatem ent No. 140, and any rebate pa id  to  the 
transferee o f securities is in te re s t on the  cash the  tran s fe ro r is considered to 
have borrowed.
5.14 The tran s fe ro r o f securities being loaned accounts fo r cash received 
in  the same w ay w hether the  tra n s fe r is  accounted fo r as a sale or a secured 
borrow ing. The cash received sha ll be recognized as the  tran s fe ro r’s asset— as 
sha ll investm ents made w ith  th a t cash, even i f  made by agents or in  pools w ith  
o the r securities lenders— along w ith  the ob liga tion  to re tu rn  the cash. I f  
securities th a t m ay be sold or repledged are received, the  tra n s fe ro r o f the 
securities being loaned accounts fo r those securities in  the same w ay as i t  
w ou ld  account fo r cash received. The fo llow ing  sources provide fu rth e r  g u id ­
ance on the  trans fe rs  and servic ing  o f fin a n c ia l assets and extingu ishm ents o f 
lia b ilitie s : E IT F  Issue No. 02-9, A c c o u n t in g  fo r  C h a n g e s  T h a t  R e s u lt  in  a  
T ra n s fe ro r  R e g a in in g  C o n tro l o f  F in a n c ia l A sse ts  S o ld , E IT F  Issue No. 02-10, 
D e te rm in in g  W h e th e r a  D e b to r  Is  L e g a lly  R e lea sed  as P r im a r y  O b lig o r  W hen  
th e  D e b to r  B ecom es S e c o n d a r ily  L ia b le  U n d e r  th e  O r ig in a l O b lig a t io n ,  E IT F  
Issue No. 02-12,† P e rm itte d  A c t iv it ie s  o f  A  Q u a lify in g  S p e c ia l-P u rp o s e  E n t i t y  
in  Is s u in g  B e n e f ic ia l In te re s ts  U n d e r  F A S B  S ta te m e n t N o . 14 0 , and FASB 
Special Report, A  G u id e  to  Im p le m e n ta t io n  o f  S ta te m e n t 1 4 0  on  A c c o u n t in g  fo r  
T ra n s fe rs  a n d  S e rv ic in g  o f  F in a n c ia l A sse ts  a n d  E x t in g u is h m e n ts  o f  L ia b i l i t ie s :  
Q u e s tio n s  a n d  A n s w e rs , w h ich  incorporates E IT F  Topic D-99, Q u e s tio n s  a n d  
A n s w e rs  R e la te d  to  S e rv ic in g  A c t iv it ie s  in  a  Q u a lif ie d  S p e c ia l-P u rp o s e  E n t i t y  
U n d e r F A S B  S ta te m e n t N o . 14 0 . F urtherm ore , E IT F  Issue No. 99-20, R e c o g n i­
t io n  o f  In te re s t  In c o m e  a n d  Im p a irm e n t  o f  C e r ta in  In v e s tm e n ts , provides gu id ­
ance on the  recogn ition  o f in te re s t income and im p a irm e n t on purchased and 
re ta ined  benefic ia l in te rests  in  securitized fin a n c ia l assets.
O th er Investm ent A ltern atives
5.15 Insurance companies have been increas ing ly  a ttrac ted  to  a lte rna tive  
investm ents as p a rt o f th e ir  overa ll investm en t m anagem ent strategy. Am ong 
these a lte rna tives  are fu tu re s  contracts stock options, and s im ila r fin a n c ia l 
ins trum en ts .
5.16 F u tu re s  c o n tra c ts . Investm ents  in  fu tu res  contracts are ga in ing  
w idespread acceptance as a means to hedge against m a rke t r is k  and help 
m a in ta in  a company’s liq u id ity . F u tu res contracts are lega l agreements be­
tween buyers or sellers and clearinghouses o f fu tures exchanges; they represent 
comm itments to buy or sell financia l instrum ents a t specified dates and prices.
5.17 O p tio n s  o n  e q u ity  s e c u rit ie s . In  recent years, option  w r it in g  by in ­
surance com panies has increased.3 S ta te  law s and re g u la tio n s  d if fe r  on the
† The FASB has issued an exposure draft of a proposed statement titled Q u a lify in g  S pec ia l-P ur­
pose E n titie s  a nd  Is o la tio n  o f  T ransferred  Assets—A n  A m endm en t o f  FA S B  S ta tem ent N o. 140, which 
will incorporate all further discussion of EITF 02-12. The exposure draft modifies and adds require­
ments for qualifying special purpose entities, including but not limited to isolation, investment, and 
transaction criteria. A  final standard is expected to be issued during the second half of 2004. Readers 
should be alert to any final pronouncement.
3 FASB Statement No. 150, A cco u n tin g  fo r  C e rta in  F in a n c ia l In s tru m e n ts  W ith  C haracte ris tics  
o f  B o th  L ia b ilit ie s  a n d  E q u ity , issued in May 2003, establishes standards for how an issuer classifies 
and measures certain financial instruments with characteristics of both liabilities and equity, includ­
ing option instruments that may be issued to investors. Paragraphs 26—28 of the Statement also 
govern disclosure requirements, which include, but are not limited to, disclosing the nature and 
terms of financial instruments and the rights and obligations embodied in those instruments along 
with settlement information. The standard’s effective dates have been deferred indefinitely for 
certain instruments by FASB Staff Position 150-3. However, during the deferral period, all public and 
non public entities that are SEC registrants are required to follow the disclosure requirements in 
paragraphs 26 and 27 as well as disclosures required by other applicable guidance. Readers should be 
alert to any new developments.
AAG-PLI 5.14
The Investm ent Cycle 137
k inds o f options, i f  any, th a t insurance companies are p e rm itted  to  w rite , b u t 
some states p e rm it insurance companies to  w rite  c o v e re d -c a ll o p tio n s . These 
are options fo r securities th a t insurance companies own and can de live r i f  the 
options are exercised by the  option  buyers. I f  an insurance company w rite s  a 
covered-call option, i t  trans fe rs  to the option  buyer the  r ig h t to  bene fit from  
apprecia tion  o f the  security  u nd e rly in g  the  option  above the  exercise price. 
Insurance companies u sua lly  w rite  covered-call options because th ey  consider 
the  p rem ium  received fo r w r it in g  the  options to  be e ith e r (a) an economic hedge 
aga inst a decline in  the  m arke t price o f the u nd e rly in g  security  o r (b ) an 
increase in  y ie ld  on the und e rly in g  security.
The Transaction Cycle
5.18 The investm en t cycle includes a ll functions re la tin g  to  the  purchase 
and sale o f investm ents. The cycle encompasses investm en t income and gains 
and losses, as w e ll as custody o f investm en t and recordkeeping. The functions 
w ith in  th is  cycle m ay be segregated in to  separate subcycles fo r each m a jo r k in d  
o f investm en t (such as bonds, stocks, m ortgages, and rea l estate) because o f the  
d iffe re n t ac tiv itie s  and considerations fo r each k ind .
5.19 Except fo r d ifferences caused p r im a r ily  by the regu la to ry  env iron ­
m ent and investm en t objectives, the investm en t transaction  cycle o f p roperty  
and lia b il ity  insurance companies is genera lly  s im ila r to th a t found in  o the r 
fin a n c ia l services industries .
Investm ent Eva luatio n
5.20 M ost insurance companies have separate investm en t departm ents 
responsible fo r m anaging the  companies’ investable  funds. The eva lua tion  and 
subsequent purchase or sale o f investm ents is based on the  jud gm e n t o f the 
company’s investm en t and finance comm ittees. T yp ica lly , the  finance com m it­
tee, w h ich  u sua lly  consists o f top-leve l m anagem ent, is responsible fo r a ll 
investm en t a c tiv ity . A n  investm en t com m ittee o f the  company’s investm en t 
departm ent is u sua lly  assigned the  d u ty  o f e va lua ting  investm en t transac­
tions. In  add itio n  to  such factors as m a rke t conditions, in te re s t rates, and ris k , 
the  eva lua tion  o f investm ents includes consideration o f the  company’s inves t­
m en t objectives, cu rre n t and projected cash flows, and re levan t state regu la ­
tions. W hen regu la to ry  compliance is in  question, the  transaction  o rd in a rily  
should be re fe rred  to  the legal departm ent fo r evaluation.
S afek eep in g
5.21 A n  insurance company’s treasu ry  departm ent is  u sua lly  responsible 
fo r the safekeeping o f securities. Securities are e ith e r stored in  a company 
v a u lt to  w h ich  access is lim ite d  to  authorized personnel or are held  in  the  
custody o f banks, securities depositories, or state departm ents o f insurance. 
Coupon-bearing securities m ay be arranged in  the  v a u lt by paym ent date to 
ensure th a t they are redeemed on a tim e ly  basis.
R ecordkeep ing
5.22 Investm ent-cycle  jo u rn a l en tries are a basic in p u t fo r the  company’s 
fin a n c ia l sta tem ents. Jo u rn a l en tries  should be prepared accurate ly and 
p ro m p tly  to  ensure th a t the fin a n c ia l sta tem ents include a ll transactions in  the 
proper period.
5.23 The accounting departm ent prepares an investm en t purchases and 
sales jo u rn a l, as w e ll as in terest-incom e and d ividend-incom e lis ts . T h is  in fo r­
m ation  is  recorded on a cash basis and is  reconciled m on th ly  w ith  cash receipts 
and d isbursem ents lis te d  in  the cashier’s departm ent. A t the  end o f the period,
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jo u rn a l en tries  are made to  convert the in fo rm a tion  to the accrual basis by 
accru ing fo r in te re s t earned and d iv idends declared b u t no t received and by 
record ing  investm en t transactions w ith  trade  dates before the end o f the  period 
b u t no t se ttled  u n t il a fte r th a t period ends.
5.24 IT  app lica tions are used to  record m ost da ta  re la tin g  to  investm en t 
a c tiv ity . Investm ent service reports  and eva lua tion  data  (such as y ie ld  and 
income analyses, expected income, and m a rke t ra te  changes) m ay be produced 
by the  com puter and can provide m anagem ent w ith  an im p o rta n t source o f 
in fo rm a tio n  fo r the  eva lua tion  o f investm ents. M anagem ent reports  can be 
generated th a t ind ica te  w he ther investm ents owned are in  compliance w ith  
regu la to ry  requ irem ents. Key perform ance ind ica to rs  u tiliz e d  by m anagem ent 
to  m on ito r in ve s ting  a c tiv itie s  include: securities by type, m a tu r ity  d is tr ib u ­
tions, q u a lity  ra tin gs , investm en t yie lds, rea lized  and unrea lized  gains and 
losses, and non-perfo rm ing  sta tis tics .
Accounting Practices
5.25 The specialized in d u s try  accounting p rinc ip les fo r investm ents o f 
insurance companies are specified in  FASB S tatem ent No. 60, as amended. 
FASB S tatem ent No. 97 establishes rep o rting  standards fo r insurance en te r­
prises o f rea lized gains and losses on investm ents. FASB S tatem ent No. 115, 
as amended by FASB S tatem ent No. 133, establishes standards o f fin an c ia l 
accounting and rep o rting  by insurance companies fo r investm ents in  equ ity  
secu ritie s  th a t have re a d ily  de te rm ina b le  fa ir  va lues and fo r a ll in v e s t­
m ents in  debt securities. FASB S tatem ent No. 91 provides guidance on the 
app lica tion  o f the  in te re s t m ethod and o the r am ortiza tion  m atters. SAS No. 92, 
A u d i t in g  D e r iv a t iv e  In s t r u m e n ts ,  H e d g in g  A c t iv it ie s ,  a n d  In v e s tm e n ts  in  
S e c u r it ie s 4 (A IC PA , P ro fe s s io n a l S ta n d a rd s , vol. 1, A U  sec. 332), provides 
guidance to  aud ito rs  in  a u d itin g  investm ents in  debt and equ ity  securities and 
investm ents accounted fo r under APB O p in ion  No. 18, T h e  E q u ity  M e th o d  o f  
A c c o u n t in g  f o r  In v e s tm e n ts  in  C o m m o n  S to ck . FASB S tatem ent No. 115 re ­
quires th a t those investm ents to  w h ich  i t  applies be classified in  th ree  catego­
ries  a t a cq u is itio n  and th a t the  appropriateness o f the  c lass ifica tion  be 
reassessed a t each rep o rting  date. The categories established by FASB S tate­
m en t No. 115 are as fo llow s:
•  H e ld -to -m a tu rity  securities5,6
4 The companion Audit Guide, A u d it in g  D e riva tive  In s tru m e n ts , H e d g ing  A c tiv itie s , a n d  In ve s t­
m ents in  S ecurities, provides practical guidance for implementing SAS No. 92. Additionally, in March 
2004, the PCAOB issued a proposed auditing standard entitled C on fo rm ing  A m endm ents to PC AO B  
In te r im  S ta n d a rd s  R esu ltin g  fro m  the A d o p tio n  o f  P C AO B A u d it in g  S ta n d a rd  N o. 2 , An Audit of 
Internal Control Over Financial Reporting Performed in Conjunction With an Audit of Financial 
Statements. The proposed standard, among other matters, would supersede certain PCAOB Interim 
Standards. Registered public accounting firms must comply with the standards of the PCAOB in 
connection with the preparation or issuance of any audit report on the financial statements of an 
issuer. Registered public accounting firms auditing the financial statements of issuers should keep 
alert to any final standard issued by the PCAOB and final SEC approval of that standard. See the 
“Preface” section of this Guide for more information.
5 Paragraph 7 of FASB Statement No. 115, as amended by FASB Statement No. 140, A cco u n tin g  
fo r  T ransfers a n d  S e rv ic in g  o f  F in a n c ia l Assets a nd  E x tin g u ish m en ts  o f L ia b ilit ie s , states that a 
security may not be classified as held-to-maturity if that security can contractually be prepaid or 
otherwise settled in such a way that the holder of the security would not recover substantially all of 
its recorded investment.
6 Paragraph 4t(1) of FASB Statement No. 135, Rescission o f  F A S B  S ta tem ent No. 75 and  
Technica l C orrections, requires a held-to-maturity debt security to be evaluated in accordance with 
paragraphs 12 to 16 of FASB Statement No. 133, A cco u n tin g  fo r  D eriva tive  In s tru m e n ts  a n d  H edg ing  
A c tiv itie s , as amended, to determine whether it contains an embedded derivative that must be 
accounted for separately.
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•  T ra d in g  securities
•  A va ilab le -for-sa le  securities
H eld-to-M aturity Securities
5.26 H e ld -to -m a tu rity  securities are those debt securities fo r w h ich  the  
e n tity  has the  positive  in te n t and a b ility  to hold  to  m a tu rity . H e ld -to -m a tu rity  
securities should be m easured a t am ortized  cost. A m ortized  cost is  the  o rig in a l 
cost o f the security, reduced by a m o rtiza tion  o f prem ium s or increased by 
accretion o f discounts. A m o rtiza tio n  should be calculated using  the in te res t 
m ethod, w h ich  resu lts  in  a constant effective y ie ld .7 O the r m ethods o f a m o rti­
za tion  m ay be used on ly i f  the resu lts  obta ined are no t m a te ria lly  d iffe re n t 
from  those th a t w ou ld  re su lt from  the  in te re s t m ethod. The cu rren t-yea r 
a m ortiza tion  or accretion should be recorded as a charge or c red it to  inves t­
m ent income.
5.27 FASB S tatem ent No. 115 recognizes th a t, w h ile  sales or transfe rs  o f 
these debt securities should be ra re , there  are ce rta in  changes in , c ircum ­
stances th a t m ay cause an e n tity  to  change its  in te n t to  ho ld  a ce rta in  debt 
security  to  m a tu rity . The S tatem ent lis ts  changes in  circum stances th a t m ig h t 
p rom pt an e n tity  to  tra n s fe r a debt security  c lassified as h e ld -to -m a tu rity  to 
another category w ith o u t ca lling  in to  question its  in te n t to  ho ld  o ther debt 
securities to m a tu r ity  in  the fu tu re . Events o the r th a n  those lis ted  in  the 
S tatem ent m ay lead to  perm issib le  trans fe rs  as long as the events are “ isolated, 
non recurring , and unusua l fo r the  rep o rting  ente rp rise  th a t could no t have 
been reasonably an tic ipa ted .” Paym ents o f catastroph ic cla im s by a p rope rty  
and lia b il ity  in su re r genera lly  w ou ld  no t be considered such an event.
5.28 W hen debt se cu ritie s  are tra n s fe rre d  fro m  the  h e ld -to -m a tu r ity  
ca tegory to  the  tra d in g  category, the  p o rtio n  o f the  u n rea lize d  h o ld in g  ga in  
o r loss a t the  date o f th e  tra n s fe r th a t has n o t been p re v io u s ly  recognized 
in  earn ings shou ld  be recognized in  earn ings im m e d ia te ly . W hen a debt 
se cu rity  is  tra n s fe rre d  fro m  the  h e ld -to -m a tu r ity  ca tegory to  th e  a va ilab le - 
fo r-sa le  category, th e  u n rea lize d  h o ld in g  ga in  o r loss shou ld  be repo rted  in  
o the r com prehensive incom e. W hen deb t secu ritie s  are tra n s fe rre d  fro m  the  
tra d in g  ca tegory to  th e  h e ld -to -m a tu r ity  category, th e  u n rea lize d  h o ld in g  
ga in  o r loss w i l l  have a lrea d y  been recognized in  earn ings and shou ld  no t 
be reversed. W hen debt se cu ritie s  are tra n s fe rre d  fro m  the  a va ila b le -fo r- 
sale ca tegory to  the  h e ld -to -m a tu r ity  category, the  u n rea lize d  h o ld in g  ga in  
o r loss a t th e  date o f the  tra n s fe r shou ld  con tinue  to  be repo rted  in  a 
separate  com ponent o f shareho lders ’ e qu ity , such as accum ula ted  o the r 
com prehensive incom e, b u t shou ld  be am ortized  over the  re m a in in g  life  o f 
the  se cu rity  as an a d ju s tm e n t o f y ie ld  in  a m anne r cons is ten t w ith  the  
a m o rtiz a tio n  o f any p re m iu m  o r d iscount.
5.29 The fo llo w in g  in fo rm a tio n  should be disclosed regard ing  the sale or 
tra n s fe r o f any debt securities c lassified as h e ld -to -m a tu rity—
•  the  ne t ca rry ing  am ount o f the  security  sold or transfe rred ,
•  the  re la ted  rea lized  o r unrea lized  ga in  o r loss, and
•  the  circum stances lead ing  to  the  decision to  se ll o r tra n s fe r the 
security ;
7 Note that under SAP, one amortizes to the date that produces the lowest asset value (the “yield 
to worst” rule.)
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•  the ne t ga in  o r loss in  accum ulated o the r comprehensive income fo r 
any d e riva tive  th a t hedged the forecasted acqu is ition  o f the  held-to- 
m a tu r ity  security.
Realized gains and losses on sales o f securities c lassified as h e ld -to -m a tu rity  
should continue to  be reported  in  the income sta tem ent as a component o f o ther 
income, on a p re tax basis, in  accordance w ith  paragraph 28 o f FASB S tatem ent 
No. 97.
Trad ing  Securities
5.30 T ra d in g  securities are debt and equ ity  securities th a t are bought and 
he ld  p rin c ip a lly  fo r the purpose o f se lling  them  in  the  near te rm . T rad ing  
securities should be m easured a t fa ir  va lue in  the  sta tem ent o f fin an c ia l 
position , w ith  unrea lized  ho ld ing  gains and losses included in  earnings. F a ir 
va lue is the  am ount a t w h ich  a fin an c ia l in s tru m e n t could be exchanged in  a 
cu rre n t transaction  between w illin g  parties , o the r th a n  in  a forced o r liq u id a ­
tio n  sale. I f  a quoted m arke t price is ava ilab le  fo r an ins tru m e n t, the fa ir  value 
to  be used in  app ly ing  FASB S tatem ent No. 115 is the  product o f the  num ber 
o f tra d in g  u n its  o f the  in s tru m e n t tim es its  m a rke t price.
5.31 P aragraph 6 o f FASB S tatem ent No. 65, as amended by FASB 
S tatem ent No. 134, A c c o u n t in g  fo r  M o rtg a g e -B a c k e d  S e c u r it ie s  R e ta in e d  A f te r  
th e  S e c u r it iz a t io n  o f  M o r tg a g e  L o a n s  H e ld  f o r  S a le  b y  a  M o rtg a g e  B a n k in g  
E n te rp r is e ,  requ ires th a t a fte r the secu ritiza tion  o f a m ortgage loan he ld  fo r 
sale, any re ta ined  m ortgage-backed securities sha ll be c lassified in  accordance 
w ith  the  provis ions o f FASB S tatem ent No. 115. However, a m ortgage bank ing  
en te rp rise  m ust c lassify as tra d in g  any re ta ined  m ortgage-backed securities 
th a t i t  com m its to  sell before or d u rin g  the  secu ritiza tion  process.
5.32 FASB S tatem ent No. 115 notes th a t g iven the  n a tu re  o f tra d in g  
securities, transfe rs  in to  or from  the  tra d in g  category should also be rare. 
However, w hen such trans fe rs  occur, they should be accounted fo r as fo llow s—
•  W hen securities are tran s fe rred  from  the  tra d in g  category to  e ith e r 
the  h e ld -to -m a tu rity  category or the  availab le-for-sale  category, the 
unrea lized  ho ld ing  ga in  o r loss a t the  date o f the  tra n s fe r w il l  a lready 
have been recognized in  earnings and should no t be reversed.
•  W hen securities are trans fe rred  in to  the tra d in g  category from  e ith e r 
the  h e ld -to -m a tu rity  category o r the  availab le-for-sale  category, the 
p o rtion  o f the unrea lized  ho ld ing  ga in  or loss a t the  date o f the  tra n s fe r 
th a t has no t been p rev ious ly  recognized in  earnings should be recog­
nized in  earnings im m edia te ly .
A v a ila b le -fo r-S a le  Securities
5.33 A va ila b le -fo r-sa le  se cu ritie s  are debt and e q u ity  se cu ritie s  th a t 
are no t classified as e ith e r tra d in g  securities o r h e ld -to -m a tu rity  securities. 
A va ilab le -for-sa le  securities should be m easured a t fa ir  va lue, w ith  unrea lized  
ho ld ing  gains and losses excluded from  earnings and reported  as a ne t am ount 
in  o ther comprehensive income u n t il rea lized  except as ind ica ted  in  the  fo llow ­
in g  sentence. A ll o r a p o rtion  o f the  unrea lized  ho ld ing  ga in  and loss o f an 
availab le-for-sale  security  th a t is designated as being hedged in  a fa ir  va lue 
hedge sha ll be recognized in  earnings d u rin g  the period o f the hedge, pu rsua n t 
to  paragraph 22 o f FASB S tatem ent No. 133. Realized gains and losses on sales 
o f securities classified as ava ilab le -fo r-sa le  shou ld  con tinue  to  be repo rted  in
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the  income sta tem ent as a com ponent o f o ther income, on a p re tax  basis, in  
accordance w ith  paragraph 28 o f FASB S tatem ent No. 97.
5.34 Accounting  fo r transfe rs  o f securities between the  availab le-for-sale  
category and o the r categories is described th roughou t paragraphs 5.26 and
5.33 above.
Im p airm ent of S ecu ritie s‡
5.35 FASB S tatem ent No. 115 requires th a t e n titie s  determ ine w hether 
declines in  the fa ir  va lues o f in d iv id u a l securities classified as e ith e r held-to- 
m a tu r ity  o r availab le-for-sale  below th e ir  am ortized  cost bases are o ther th a n  
tem porary. ( I f  a security  has been the  hedged ite m  in  a fa ir  va lue hedge, the 
security ’s “am ortized  cost basis” sha ll re fle c t the effect o f the  ad justm ents o f its  
ca rry ing  am ount made p u rsuan t to  paragraph 22(b) o f FASB S tatem ent No. 
133.) The S tatem ent notes an exam ple o f im p a irm e n t; th a t, i f  i t  is  probable th a t 
the  investo r w il l  be unable to  collect a ll am ounts due according to the  contrac­
tu a l te rm s o f a debt security  no t im pa ired  a t acqu is ition, an o ther th an  
tem pora ry  im p a irm e n t sha ll be considered to  have occurred and the  cost basis 
o f the  in d iv id u a l security  sha ll be w r itte n  down to  fa ir  va lue as a new  cost basis 
and the  am ount o f the  w rite -dow n  sha ll be included in  earnings (th a t is, 
accounted fo r as a rea lized loss). The new cost basis sha ll no t be changed fo r 
subsequent recoveries in  fa ir  va lue. (Subsequent recovery is no t to  be confused 
w ith  accre tion /am ortiza tion  effects). Subsequent increases in  the fa ir  va lue o f 
availab le-for-sale  securities sha ll be included in  o the r com prehensive income 
pu rsua n t to  paragraph 13 o f FASB S tatem ent No. 115; subsequent decreases 
in  fa ir  va lue, i f  no t an o the r-than -tem porary  im p a irm e n t, also sha ll be included 
in  o ther comprehensive incom e.||
5.36 The fo llo w in g  guidance discusses declines in  the values o f securities 
th a t are o the r th a n  tem porary. SAS No. 92,# A u d it in g  D e r iv a t iv e  In s tru m e n ts ,
‡ In March 2004, the EITF ratified Issue 03-1, The M e a n in g  o f  O the r-T han -T em pora ry  
Im p a irm e n t a n d  Its  A p p lic a tio n  to  C e rta in  Investm ents. The guidance applies to investments 
accounted for under the cost method, investments classified as either available-for-sale or held-to- 
maturity under FASB Statement No. 115, and investments accounted for under FASB Statement 
124, A cco u n tin g  fo r  C e rta in  Investm en ts H e ld  by N o t- fo r-P ro fit O rgan iza tions . As indicated in 
paragraph 127 of Statement 115, insurance companies are required to report equity securities at fair 
value even if  they do not meet the scope criteria in paragraph 3 of FASB Statement No. 115. 
Therefore, this EITF applies to equity securities held by insurance companies. The recognition and 
measurement guidance in paragraphs 6-20 of EITF Issue No. 03-1 should be applied to other-than- 
temporary impairment evaluations in reporting periods beginning after June 15, 2004. For 
investments accounted for under FASB Statement No. 115 and for investments accounted for under 
FASB Statement No. 124 that are within the scope of this Issue (refer to paragraph 5(b)), the 
disclosure requirements in paragraph 21 of this Issue are effective for annual financial statements for 
fiscal years ending after December 15, 2003. For all other investments within the scope of this Issue, 
the disclosure requirements in paragraph 21 are effective for annual financial statements for fiscal 
years ending after June 15, 2004. The disclosure requirements for cost method investments in 
paragraph 22 are effective for annual financial statements for fiscal years ending after June 15, 2004. 
Comparative information for periods prior to initial application is not required.
| |  The AICPA has issued SOP 03-3, A cco u n tin g  fo r  C e rta in  Loans o r D ebt S ecurities A cq u ire d  in  
a Transfer. The SOP applies to all nongovernmental entities that acquire loans with evidence of credit 
quality deterioration since origination acquired by completion of a transfer for which it is probable, at 
acquisition, that the investor will be unable to collect all contractually required payments receivable, 
with certain exceptions. Common scope exceptions included in paragraph 3 of SOP 03-3 include loans 
with fair value changes included in income, such as trading securities under FASB Statement No. 
115, mortgage backed securities under FASB Statement No. 134, and leases under FASB Statement 
No. 13. SOP 03-3 supersedes Practice Bulletin No. 6, A m o rtiz a tio n  o f  D iscounts on C e rta in  A cq u ire d  
Loans, for transactions entered into after the SOP’s initial application. For loans acquired in fiscal 
years prior to the SOP’s effective date (fiscal years beginning after December 15, 2004) and within the 
scope of Practice Bulletin No. 6, the SOP amends the application of Practice Bulletin No. 6 with 
regard to accounting for decreases in cash flows expected to be collected.
# See the “Preface” of this Guide for information on new rules and regulations.
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H e d g in g  A c t iv it ie s ,  a n d  In v e s tm e n ts  in  S e c u r it ie s , provides guidance to  a ud i­
to rs  in  p la nn ing  and pe rfo rm ing  a u d itin g  procedures fo r assertions about 
deriva tive  ins tru m e n ts , hedging a c tiv itie s , investm ents in  debt and equ ity  
securities, and investm ents accounted fo r under APB O p in ion  No. 18. Its  
companion A u d it G u ide A u d it in g  D e r iv a t iv e  In s t r u m e n ts ,  H e d g in g  A c t iv it ie s ,  
a n d  In v e s tm e n ts  in  S e c u r it ie s  provides p rac tica l guidance fo r im p lem en ta tion . 
SAS No. 101, A u d it in g  F a i r  V a lu e  M e a s u re m e n ts  a n d  D is c lo s u re s  (A IC PA , 
P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 328), establishes standards and pro­
vides guidance on a u d itin g  fa ir  va lue m easurem ents and disclosures contained 
in  fin a n c ia l statem ents. SEC S ta ff A ccounting  B u lle tin  (SAB) No. 59, A c c o u n t­
in g  f o r  N o n c u r re n t  M a rk e ta b le  E q u ity  S e c u r it ie s  (C od ifica tion  o f S ta ff Account­
in g  B u lle tin s , Topic 5-M is c e lla n e o u s  A c c o u n tin g , S ection M  O th e r  T h a n  
T e m p o ra ry  Im p a ir m e n t  o f  C e r ta in  In v e s tm e n ts  I n  D e b t a n d  E q u ity  S e c u r i­
tie s ),** sets fo rth  the SEC s ta ffs  in te rp re ta tio n  o f the phrase “o the r than  
tem pora ry .”  The SEC’s s ta ff does no t believe th a t “o ther th a n  tem pora ry” 
should be in te rp re ted  to m ean perm anent. Topic 5M  states th a t i f  a decline in  
m arke t va lue has occurred, m anagem ent should determ ine w he ther a w rite ­
down should be recorded. In  eva lua ting  w he ther a w rite -dow n  should be 
recorded, num erous factors should be considered, in c lu d in g  the  fo llow ing :
•  The leng th  o f tim e  and exten t to  w h ich  the  m arke t value has been less 
th a n  cost
•  The fin a n c ia l cond ition  and nea r-te rm  prospects o f the  issuer, in c lu d ­
ing  any specific events th a t m ay in fluence its  operations
•  The in te n t and a b ility  o f the  company to  re ta in  its  investm en t fo r a 
period o f tim e  su ffic ien t to a llow  fo r any recovery in  m a rke t va lue
5.37 The SEC has issued F inanc ia l R eporting  Release No. 36, M a n a g e ­
m e n t's  D is c u s s io n  a n d  A n a ly s is  o f  F in a n c ia l C o n d it io n  a n d  R e s u lts  o f  O p e ra ­
t io n s ;  C e r ta in  In v e s tm e n t  C o m p a n y  D is c lo s u re s ,  w h ic h  se ts  fo r th  th e  
com m ission’s view s concerning several d isclosure m atte rs , such as disclosures 
fo r p a rtic ip a tio n  in  h ig h -y ie ld  financing , h ig h ly  leveraged transactions, or 
non-investm ent-grade loans and investm ents, th a t should be considered by 
reg is tra n ts  in  p repa ring  m anagem ent’s discussion and ana lysis.8
5.38 M ortgages are reported  a t am ortized cost. P rem ium s or discounts 
are genera lly  am ortized  over the  m ortgage loan contract (or in  some cases, a 
shorte r period based on estim ated prepaym ent pa tte rns) in  a m anner th a t w ill 
re su lt in  a constant effective y ie ld . In te re s t income and a m o rtiza tion  am ounts 
th a t are recognized as an ad justm ent o f y ie ld  are included as components o f 
in te re s t income. C om m itm ent fees should be am ortized  on a s tra ig h t-lin e  basis 
over the  com m itm ent period and recognized as service fee income. Am ounts 
included in  income on the  exp ira tio n  o f the com m itm ent period should also be 
recognized as service fee income. (Note th a t paragraph 3 o f FASB S tatem ent 
No. 149, A m e n d m e n t o f  S ta te m e n t 133  on  D e r iv a t iv e  In s tru m e n ts  a n d  H e d g in g  
A c t iv it ie s ,  amends FASB S tatem ent No. 133 paragraph  6(c) to  state th a t loan 
com m itm ents re la tin g  to  the o rig in a tio n  o f m ortgage loans he ld  fo r sale, as 
discussed in  paragraph 21 o f FASB S ta te m en t No. 65, s h a ll be accounted fo r
* EITF Issue No. 03-1 (footnoted in the heading prior to paragraph 5.35) will contrast with 
guidance contained in SAB No. 59. Readers should be alert for developments in this area.
8 A d d itio n a lly , gu idance fo r in v e s tm e n t com panies (and in ve s tm e n t con trac ts ) is  p rov ided  in  the  
A IC P A  A u d it and A cco u n tin g  G u ide Investm en t Com panies  as am ended b y  SOP 03-4, R eporting  
F in a n c ia l H ig h lig h ts  a n d  Schedule o f  Investm ents by N onreg is tered  Investm en t P a rtn e rsh ip s : A n  
A m endm ent to the A u d it  and  A cco u n tin g  G u ide  A u d its  o f  Investm en t Com panies  and A IC P A  SOP 
95-2, F in a n c ia l R ep o rtin g  by N o n p u b lic  Investm en t P a rtne rsh ips , and by  SOP 03-5, F in a n c ia l H ig h ­
lig h ts  o f  Separate A ccounts: A n  A m endm en t to the A u d it  a n d  A cco u n tin g  G u ide  A u d its  o f In ve s tm e n t 
Com panies.
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as de riva tive  ins tru m e n ts  by the  issuer o f the  loan com m itm ent.)9 Loan 
o rig in a tio n  fees should be recognized over the  life  o f the re la ted  loan as an 
ad justm ent o f y ie ld  using  the in te re s t m ethod. The p rope rty  and lia b ility  
insurance company should recognize the  im p a irm e n t o f a m ortgage loan by 
c rea ting  a va lu a tio n  allowance w ith  a corresponding charge to  bad debt ex­
pense or by ad jus ting  an ex is ting  va lu a tio n  allowance w ith  a corresponding 
charge or c red it to  bad debt expense. FASB S tatem ent No. 114, A c c o u n t in g  by  
C re d ito rs  f o r  Im p a irm e n t  o f  a  L o a n ,  addresses the  accounting by cred itors fo r 
im p a irm e n t o f ce rta in  loans.†
5.39 In  accordance w ith  paragraph 48 o f FASB S tatem ent No. 60, A c ­
c o u n t in g  a n d  R e p o r t in g  by  In s u ra n c e  E n te rp r is e s , as amended by FASB S tate­
m en t No. 144, rea l estate investm ents (except those he ld  fo r sale) are reported 
a t cost, less accum ulated depreciation. D eprecia tion  and o ther re la ted  charges 
o r cred its  sha ll be charged or cred ited to  investm en t income. Reductions in  the  
ca rry ing  am ount o f rea l estate investm ents re su ltin g  from  the  app lica tion  o f 
FASB S tatem ent No. 144 sha ll be inc luded  in  rea lized  gains and losses. FASB 
S tatem ent No. 144 also provides guidance on accounting fo r rea l estate he ld  fo r 
disposal.
5.40 A d d itio n a l a u th o rita tive  accounting guidance is provided by SOP 
78-9, A c c o u n t in g  f o r  In v e s tm e n ts  in  R e a l E s ta te  V e n tu re s , FASB S tatem ents 
No. 66, A c c o u n t in g  f o r  S a le s  o f  R e a l E s ta te ; No. 67, A c c o u n t in g  f o r  C os ts  a n d  
I n i t i a l  R e n ta l O p e ra tio n s  o f  R e a l E s ta te  P ro je c ts ; No. 98, A c c o u n t in g  f o r  Le a se s ; 
No. 34, C a p ita l iz a t io n  o f  In te re s t  C o s t; FASB In te rp re ta tio n  No. 43, R e a l E s ta te  
S ales', and the  A u d it and A ccounting  Guide G u id e  f o r  th e  Use o f  R e a l E s ta te  
A p p r a is a l In fo rm a t io n .  A IC P A  Practice B u lle tin  No. 1, P u rp o s e  a n d  S cope o f  
A c S E C  P ra c t ic e  B u l le t in s  a n d  P ro c e d u re s  f o r  T h e ir  Is s u a n c e , provides guidance 
on accounting fo r rea l estate acqu is ition, developm ent, o r construction  (ADC) 
arrangem ents. In  add ition , consensuses o f the  FAS B ’s E IT F  provide guidance 
on various m atte rs  re la tin g  to rea l estate investm ents.
5.41 FASB S tatem ent No. 140‡‡ provides accounting and re p o rtin g  stand­
ards fo r transfe rs  and servic ing  o f fin a n c ia l assets and ex tingu ishm ents  o f 
lia b ilitie s . Those standards are based on consistent app lica tion  o f a f in a n c ia l-  
c o m p o n e n ts  a p p ro a c h  th a t focuses on con tro l. U n d e r th a t approach, a fte r a 
tra n s fe r o f fin a n c ia l assets, an e n tity  recognizes the  fin a n c ia l and servicing 
assets i t  controls and the  lia b ilit ie s  i t  has incu rred , derecognizes fin an c ia l 
assets w hen contro l has been surrendered, and derecognizes lia b ilit ie s  when 
extinguished. FASB S tatem ent No. 140 provides consistent standards fo r 
d is tin g u ish in g  transfe rs  o f fin a n c ia l assets th a t are sales from  transfe rs  th a t 
are secured borrow ings.
5.42 A  tran s fe r o f fin an c ia l assets in  w hich  the  trans fe ro r surrenders con­
tro l over those assets is accounted fo r as a sale to  the exten t th a t consideration *†‡
9 For issuers, as prescribed by the rules of the SEC, the SEC has issued Staff Accounting 
Bulletin No. 105, A p p lic a tio n  o f  A cco u n tin g  P rinc ip le s  to  L oa n  C om m itm en ts (Codification of Staff 
Accounting Bulletins, Topic 5-M iscellaneous A ccoun ting , Section DD—Loan  C om m itm en ts Accounted  
fo r  as D eriva tive  In s tru m e n ts ), which provides guidance on loan commitments accounted for as 
derivatives.
† The AICPA has issued SOP 03-3, A cco u n tin g  fo r  C e rta in  Loans o r D ebt S ecurities A cq u ire d  in  
a T ransfer. See the discussion of this standard in the footnote to paragraph 5.35.
‡‡  The FASB has issued an exposure draft of a proposed statement titled Q u a lify in g  Specia l- 
Purpose E n titie s  a n d  Is o la tio n  o f  T ransferred  Assets—A n  A m endm en t o f  F A S B  S ta tem ent No. 140. 
The exposure draft modifies and adds requirements for qualifying special purpose entities, including 
but not limited to isolation, investment, and transaction criteria. A  final standard is expected to be 
issued during the second half of 2004. Readers should be alert to any final pronouncement.
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o ther th a n  benefic ia l in te res ts  in  the  tran s fe rred  assets is received in  ex­
change. The tran s fe ro r has surrendered contro l over tran s fe rred  assets i f  and 
on ly  i f  a ll o f the  fo llo w in g  conditions are m et:
a . The trans fe rred  assets have been iso la ted from  the tran s fe ro r— p u t 
p resum ptive ly  beyond the reach o f the  tra n s fe ro r and its  cred itors, 
even in  b an kru p tcy  o r o ther receivership.
b. Each transferee (or i f  the transferee is a q u a lify in g  SPE, each ho lder 
o f its  benefic ia l in te rests) has the r ig h t to  pledge o r exchange the 
assets (or benefic ia l in te rests) i t  received, and no cond ition  both  
constra ins the  transferee (or ho lder) from  ta k in g  advantage o f its  
r ig h t to  pledge o r exchange and provides more th an  a t r iv ia l benefit 
to  the  trans fe ro r.
c. The tran s fe ro r does not m a in ta in  effective contro l over the  tra n s ­
fe rred  assets th rough  e ith e r (1) an agreem ent th a t both  e n title s  and 
obligates the tra n s fe ro r to  repurchase or redeem them  before th e ir  
m a tu r ity  or (2) the  a b ility  to u n ila te ra lly  cause the  ho lder to  re tu rn  
specific assets, o the r th a n  th rough  a cleanup ca ll.
5.43 FASB S tatem ent No. 140 requ ires th a t assets obta ined and lia b il i­
ties incu rred  by transfe ro rs  as p a rt o f a tra n s fe r o f fin a n c ia l assets be in it ia lly  
m easured a t fa ir  va lue, i f  practicab le. I t  also requ ires th a t servic ing  assets and 
o the r re ta ined  in te rests  in  the  trans fe rred  assets be m easured by a lloca ting  the 
previous ca rry ing  am ount between the  assets sold, i f  any, and re ta ined  in te r­
ests, i f  any, based on th e ir  re la tive  fa ir  values a t the date o f the trans fe r.
5.44 FASB S ta tem ent No. 140 requ ires th a t servic ing  assets and l ia b il i­
ties be subsequently m easured by (a ) a m o rtiza tion  in  p ropo rtion  to  and over 
the  period o f estim ated ne t servic ing income or loss and (b ) assessment fo r 
asset im p a irm e n t o r increased ob liga tion  based on th e ir  fa ir  values.
5.45 FASB S tatem ent No. 140 requ ires th a t debtors reclassify fin an c ia l 
assets pledged as co lla te ra l.
5.46 FASB S ta tem ent No. 140 requ ires th a t a lia b il ity  be derecognized i f  
and on ly i f  e ith e r (a ) the debtor pays the  c red ito r and is  re lieved o f its  ob liga tion  
fo r the  lia b il ity  or (6) the  debtor is leg a lly  released from  being the  p rim a ry  
ob ligo r under the  lia b il ity  e ith e r ju d ic ia lly  o r by the  c red ito r. Therefore, a 
lia b il ity  is  no t considered extingu ished  by an in-substance defeasance.
5.47 FASB S tatem ent No. 140 provides im p lem en ta tion  guidance fo r 
assessing iso la tion  o f tran s fe rred  assets and fo r accounting fo r transfe rs  o f 
p a r tia l in te rests , servic ing  o f fin an c ia l assets, securitiza tions, transfe rs  o f 
sales-type and d irec t fin anc ing  lease receivables, securities lend ing  transac­
tions, repurchase agreements in c lu d in g  “d o lla r ro lls ,”  “wash sales,” loan synd i­
ca tions and p a rtic ip a tio n s , r is k  p a rtic ip a tio n s  in  b a n ke r’s acceptances, 
fa c to ring  arrangem ents, transfe rs  o f receivables w ith  recourse, and e x tin ­
guishm ents o f lia b ilitie s .
A ccounting  fo r D erivative  Instrum ents an d  H edging  A ctiv ities
5.48 FASB S tatem ent No. 133, as amended by FASB S tatem ent No. 138, 
A c c o u n t in g  f o r  C e r ta in  D e r iv a t iv e  In s t ru m e n ts  a n d  C e r ta in  H e d g in g  A c t iv it ie s ,  
FAS B S ta te m en t No. 149, A m e n d m e n t o f  S ta te m e n t 1 3 3  o n  D e r iv a t iv e  
In s t r u m e n ts  a n d  H e d g in g  A c t iv it ie s ,  and FASB S tatem ent No. 150, A c c o u n t in g  
f o r  C e r ta in  F in a n c ia l In s t ru m e n ts  W ith  C h a ra c te r is t ic s  o f  B o th  L ia b i l i t ie s  a n d
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E q u ity ,  establishes accounting and rep o rting  standards fo r de riva tive  in s tru ­
m ents, in c lu d ing  ce rta in  d e riva tive  ins tru m e n ts  embedded in  o ther contracts, 
(co llective ly  re fe rred  to  as d e riva tive s ) and fo r hedg ing  a c tiv it ie s . I t  requ ires  
th a t an e n tity  recognize a ll deriva tives as e ith e r assets or lia b ilit ie s  in  the 
sta tem ent o f fin a n c ia l position  and m easure those investm ents a t fa ir  va lue. I f  
ce rta in  conditions are m et, a d e riva tive  m ay be specifica lly  designated as (a) a 
hedge o f the  exposure to  changes in  the  fa ir  va lue o f a recognized asset or 
lia b il ity  or an unrecognized firm  com m itm ent, (b ) a hedge o f the  exposure to 
va riab le  cash flow s o f a forecasted transaction , or (c) a hedge o f the  fo re ign  
currency exposure o f a ne t investm en t in  a fo re ign  operation, an unrecognized 
firm  com m itm ent, an availab le-for-sale  security, o r a fore ign-currency-denom i­
nated forecasted transaction . The accounting fo r changes in  the  fa ir  va lue o f a 
d e riva tive  ( th a t is, gains and losses) depends on the in tended  use o f the 
d e riva tive  and the re su ltin g  designation. FASB S tatem ent No. 133 (para­
graphs 4 4 -47 ) also conta ins extensive d isclosure requ irem en ts . Readers 
should re fe r to  the fu ll te x t o f the  S tatem ent when considering accounting and 
rep o rting  issues re la ted  to  d e riva tive  ins tru m e n ts  and hedging ac tiv itie s . The 
FASB has established the  D eriva tives Im p lem en ta tion  G roup (D IG ) to assist 
the Board and its  s ta ff in  p ro v id ing  im p lem en ta tion  guidance regard ing  FASB 
S tatem ent No. 133. Below  is a l is t  o f insurance specific D IG  issues. Issues 
addressed by the D IG  and the sta tus o f re la ted  guidance can also be found a t 
the FA S B ’s Web site  a t w w w .fasb.org.
•  Issue A16— D e fin itio n  o f a D eriva tive : S yn thetic  G uaranteed In ve s t­
m en t C ontracts
•  Issue B7— Em bedded D eriva tives: V a riab le  A n n u ity  Products and 
Policyho lder O w nership  o f the  Assets
•  Issue B8— Em bedded D eriva tives: Id e n tifica tio n  o f the  H ost C ontract 
in  a N o n tra d itio n a l V a riab le  A n n u ity  C on tract
•  Issue B9— Em bedded D eriva tives: C lea rly  and Closely Related C rite ­
r ia  fo r M a rke t A d justed  V a lue  P repaym ent O ptions
•  Issue B 10— Em bedded D eriva tives: E qu ity -Indexed  L ife  Insurance 
C ontracts
•  Issue B25— Em bedded D eriva tives: D eferred V ariab le  A n n u ity  Con­
tracts w ith  Paym ent A lte rna tives a t the end o f the Accum ulation Period
•  Issue B26— Em bedded D eriva tives: D ua l-T rigge r P rope rty  and Casu­
a lty  Insurance C ontracts
•  Issue B27— Em bedded D eriva tives: D ua l-T rig g e r F ina nc ia l G uaran­
tee C ontracts
•  Issue B28— Em bedded D eriva tives: Fore ign C urrency E lem ents o f 
Insurance C ontracts
•  Issue B29— Em bedded D eriva tives: E qu ity -Indexed  A n n u ity  Con­
trac ts  w ith  Em bedded D eriva tives
•  Issue B30— Em bedded D eriva tives: A p p lica tion  o f S ta tem ent 97 and 
S tatem ent 133 to  E qu ity-Indexed  A n n u ity  C ontracts
•  Issue B31— Embedded D eriva tives: Accounting  fo r Purchases o f L ife  
Insurance
•  Issue B34— Em bedded D eriva tives: Period C erta in  P lus L ife  C on tin ­
gent V a riab le  Payout A n n u ity  C ontracts W ith  a G uaranteed M in i­
m um  Level o f Periodic Paym ents. (Refer to  section B, Issue B25)
•  Issue B36— M od ified  Coinsurance A rrangem ents and D ebt In s tru ­
m ents th a t Incorporate  C re d it R isk Exposures T h a t A re  U nre la ted  or
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O n ly  P a rtia lly  R elated to the  C red itw o rth iness o f the  O b ligor U nder 
Those In s tru m e n ts10
•  Issue C 1— Scope Exceptions: E xception R elated to  Physical V ariab les
•  Issue C7— Scope Exceptions: C e rta in  F inanc ia l G uarantee C ontracts
•  Issue G4— Cash F low  Hedges: H edging V o lu n ta ry  Increases and In ­
te rest C red ited  on an Insurance C ontract L ia b ility
Statutory A ccounting  P ra ctice s11
5.49 U nder SAP, common stock is genera lly  reported  a t the N A IC  m arke t 
va lue pub lished in  the V a lua tions  o f Securities M anua l, w h ich  is the  de te rm i­
n a tio n  o f “m a rk e t” fo r each lis te d  stock by the  N A IC ’s S ecurities  V a lu a tio n  
Office. P re ferred  stock sha ll be c lassified in to  s ix q u a lity  categories in  accord­
ance w ith  the  Purposes and Procedure M anua l o f the N A IC  Securities V a lu ­
a tio n  O ffice . As noted  in  SSAP No. 32, In v e s tm e n ts  in  P re fe rre d  S to c k  
(exclud ing  investm ents in  pre ferred  stock o f subsid ia ry, contro lled, o r a ffilia te d  
en tities), paragraph 16, “P re ferred  stock sha ll be va lued based on (a) the  
u nd e rly in g  characte ris tics o f the  security, (b ) the q u a lity  ra tin g  o f the  security  
as defined in  the N A IC  P u rp o se s  a n d  P ro c e d u re s  o f  th e  S e c u r it ie s  V a lu a t io n  
O ffic e  (Purposes and Procedures o f the  SVO) and reported  in  the  N A IC  V a lu ­
a t io n s  o f  S e c u r it ie s  M a n u a l,  and (c) w he ther an Asset V a lu a tio n  Reserve (AVR) 
is m a in ta ined  by the  rep o rting  e n tity . U nrea lized  gains and losses on common 
stock and perpe tua l p re ferred  stock sha ll be included as a d irec t c red it or 
charge to  unassigned funds (surp lus).”  P erpe tua l p re ferred  stock th a t are o f 
h ighest or h ig h  q u a lity  (designation 1 or 2) and have characteristics o f equ ity  
securities, sha ll be va lued a t cost. A ll o the r perpe tua l p re ferred  stocks (w ith  
designations 3 to  6) sha ll be reported  a t the  low er o f cost, am ortized  cost or fa ir  
va lue. F or any decline in  the fa ir  va lue o f common or p re ferred  stocks th a t is 
deemed o the r th a n  tem porary, the  e qu ity  security  sha ll be w ritte n  down to  fa ir  
va lue as the  new cost basis. The am ount o f the w rite  down should be accounted 
fo r as a rea lized  loss. Common and p re ferred  stocks acqu is itions and disposi­
tions sha ll be recorded on the  trade  date, p riva te  p lacem ent stock transactions 
sha ll be recorded on the fu n d in g  date. A  descrip tion  and the  am ount o f common
10 B36 should be applied to all arrangements that incorporate credit risk exposures that are 
unrelated or only partially related to the creditworthiness of the issuer of an instrument. The issue 
may apply directly to modified coinsurance arrangements (modco arrangements) and coinsurance 
with funds withheld arrangements. An instrument that incorporates credit risk exposures that are 
either unrelated or only partially related to the creditworthiness of that instrument’s obligor has an 
embedded derivative that is not considered “clearly and closely related” to the economic charac­
teristics and risks of the host contract. B36 affects the accounting for credit-linked notes that 
incorporate a third party’s credit (or default) risk and modified coinsurance and coinsurance with 
funds withheld arrangements between reinsurers and ceding insurance companies and similar 
arrangements. The scope of B36 encompasses any receivable or payable where the interest is 
determined by reference to an actual pool of assets (unless the pool were comprised entirely of 
risk-free debt securities and/or real estate) or determined by any index other than a “pure” interest 
rate index. Under the implementation of B36, ceding companies were allowed a one time reclassifica­
tion of securities from the held-to-maturity and available-for-sale categories into the trading category 
during the fiscal quarter B36 became effective (the first fiscal quarter beginning after September 15, 
2003). This reclassification was limited to the amount and type of securities related to the embedded 
derivatives that were being newly accounted for under B36.
11 For marketable debt and equity securities, Interpretation 02-07 of the Emerging Accounting 
Issues Working Group, D e fin itio n  o f  “O the r T h a n  Tem porary Im p a irm e n ts ” , states that criteria is 
subjective in nature and management should consider various factors that vary from case to case. 
The use of quantitative thresholds as the sole basis of measuring impairment removes the ability of 
management to apply its judgment, a concept inherent in the SAP impairment model. The Working 
Group will also be evaluating EITF Issue No. 03-1, The M e a n in g  o f  O the r-T han -T em pora ry  
Impairment and Its Application to Certain Investments in the second half of 2004. Readers should 
remain alert to any new developments.
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or p re ferred  stock th a t is  res tric ted  and the na tu re  o f the  re s tric tio n  are 
requ ired  to  be disclosed. B o th  SSAP No. 30, In v e s tm e n ts  in  C o m m o n  S to c k  
(e x c lu d in g  in v e s tm e n ts  in  c o m m o n  s to ck  o f  s u b s id ia ry ,  c o n tro lle d , o r  a f f i l ia te d  
e n tit ie s ) , and SSAP No. 32, re ject FASB S tatem ent No. 115. Common and 
pre ferred  stocks are also subject to  bo th  q u a lita tive  and q u a n tita tive  l im ita ­
tions as defined by the  sta te  o f dom icile  to  q u a lify  as adm itted  assets. Insure rs  
are requ ired  to  su bm it new ly  acquired un lis ted  securities, no t subject to  the 
p rov is iona l exem ption f i l in g  ru le , to  the  N A IC  S ecurities  V a lu a tio n  O ffice  fo r 
va lu a tio n . U nder the  p rov is iona l exem ption ru le , an in su re r determ ines i f  a 
security  is e lig ib le  fo r exem ption based upon a th re e -p a rt test. I f  the  in su re r 
cla im s the  security  is e lig ib le , i t  m ay lis t  the  security  on the s ta tu to ry  inves t­
m ent schedule as an N A IC  1 or 2 w ith  a PE symbol. ||||
5.50 F or equ ity  securities n o t lis ted  in  the  N A IC  P u rp o se s  a n d  P ro ce d u re s  
o f  th e  S e c u r it ie s  V a lu a t io n  O ffic e , o r lis te d  w ith  no va lue, i t  is  the  resp on s ib ility  
o f m anagem ent to determ ine a fa ir  va lue th a t can be substan tia ted  to  the 
appropria te  N A IC  subcom m ittee o r reg u la to ry  agency based on a na ly tica l or 
p ric in g  mechanisms. The p rope rty  and casualty e n tity  is  requ ired  to  subm it 
su ffic ien t in fo rm a tio n  on these securities to the  N A IC  Securities V a lua tion  
O ffice fo r a d e te rm ina tion  o f fa ir  va lue.
5.51 SSAP No. 46, In v e s tm e n ts  in  S u b s id ia ry ,  C o n tro lle d , o r  A f f i l ia te d  
E n t it ie s ,## requ ires th a t investm ents in  subsid ia ry, contro lled  or a ffilia te d  
(SCA) e n titie s  be reported  using  e ith e r a m a rke t va lu a tio n  approach or equ ity  
m ethods. There are specific requ irem ents to  use the m a rke t va lu a tio n  ap­
proach, in c lu d in g  the  requ irem en t to  record a t a d iscount to  m a rke t (the 
requ irem ents can be found in  SSAP No. 46, paragraph 7a). U nder the  equ ity  
m ethod, investm ents in  insurance SCA en titie s  sha ll be recorded based on 
s ta tu to ry  e qu ity  o f the  respective e n tity ’s fin a n c ia l sta tem ents; investm ents in  
noninsurance SCA e n titie s  th a t have “no s ign ifican t ongoing operations o ther 
th a n  to ho ld  assets p r im a r ily  fo r the  d irec t o r in d ire c t bene fit o r use o f the 
rep o rting  e n tity  or its  a ffilia te s ” should be recorded based on s ta tu to ry  equ ity. 
Investm ent in  SCA en titie s  th a t “have s ign ifican t ongoing operations beyond 
the  ho ld ing  o f assets th a t are p r im a r ily  fo r the d irec t o r in d ire c t benefit o f the 
rep o rting  e n tity ” should be recorded based on GAAP equ ity  (SSAP No. 46, 
paragraph 7b defines the d iffe re n t types o f investm ents). Note however, th a t 
the  a d m iss ib ility  o f assets m ay be lim ite d  when a q ua lifie d  op in ion  is provided. 
In te rp re ta tio n  03-03 o f the  E m e rg in g  A ccoun ting  Issues W o rk in g  G roup, 
A d m is s ib i l i t y  o f  In v e s tm e n ts  R e c o rd e d  B a s e d  o n  th e  A u d ite d  G A A P  E q u ity  o f  
th e  In v e s te e  W h e n  a  Q u a l i f ie d  O p in io n  is  P ro v id e d ,  sets fo rth  the  ad justm ent
|||| The NAIC is currently discussing modifications to the provisional exemption rule. Effective 
January 1, 2004, there is a new process which exempts certain securities rated by nationally 
recognized statistical rating organizations from filing with the NAIC Securities Valuation Office. 
Additionally, there are discussions in process to allow authorized companies to self-rate non rated 
securities. Readers should be alert to new developments.
## SSAP No. 88 (Issue Paper No. 118), Investm ents in  S ubs id ia ry , C on tro lle d  a n d  A ff ilia te d  
E n titie s , A  Replacem ent o f  S S A P  No. 46, has been exposed for comment. SSAP No. 88 clarifies when 
either the statutory or GAAP equity basis should be used. Specific rules identify the conditions when 
GAAP equity needs to be adjusted for certain transactions or activities. Any adjustments may be 
based on a 20 percent of revenue “bright-line test.” In addition, SSAP No. 88 adds guidance for the 
valuation of investments in foreign insurance subsidiaries, controlled or affiliated (SCA) entities and 
the valuation of holding companies. I f  adopted, companies may need to change the valuation basis of 
their investments in SCA entities. Subsidiaries may need to receive an unqualified audit opinion for 
their equity to be considered an admitted asset. Readers should remain alert for any final pronounce­
ment. Additionally, for GAAP reporting, in March 2004 the EITF ratified EITF Issue No. 03-16, 
A cco u n tin g  fo r  Investm ents in  L im ite d  L ia b ili ty  C om panies, which specifies cost or equity method 
accounting for noncontrolling investments. The EITF is effective for all applicable LLCs for reporting 
periods beginning after June 15, 2004.
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c rite ria . As defined in  SSAP No. 46, paragraph 13d, “ i f  fin a n c ia l sta tem ents o f 
an investee are no t su ffic ie n tly  tim e ly  fo r the re p o rtin g  e n tity  to  app ly an 
e qu ity  m ethod to  the investee’s cu rre n t resu lts  o f operations, the  rep o rting  
e n tity  sha ll record its  share o f the earnings or losses o f an investee from  the 
m ost recent availab le  fin a n c ia l statem ents. A  lag  in  rep o rting  sha ll be consis­
te n t from  period to  period.” The ru le  requ ires jud gm e n t by the  re p o rtin g  e n tity  
in  m ak ing  the  d e te rm ina tion  and provides f le x ib ility  to  the  reg u la to r in  ana­
lyz in g  the  de te rm ina tion . U nder the  s ta tu to ry  o r GAAP equ ity  m ethods, the 
share o f u n d is trib u te d  earnings and losses o f an investee is included in  un re ­
a lized gains and losses o f the rep o rting  e n tity . Some o ther changes in  the 
investee surp lus are also recorded as a component o f unrea lized  cap ita l gains 
and losses on investm ent. D iv idends o r d is trib u tio n s  received are recognized 
in  income w hen declared w ith  a concurren t ad justm ent to  the investm en t 
account and unrea lized  cap ita l gains and loses. The ca rry ing  am ount o f the 
investm en t is reduced to  the  exten t d ividends declared are in  excess o f und is­
tr ib u te d  accum ulated earnings.
5.52 U nder s ta tu to ry  accounting practices, q u a lify in g  debt securities are 
subject to the va lu a tio n  standards o f the N A IC , as described in  the  N A IC ’s 
P u rp o se s  a n d  P ro c e d u re s  o f  th e  S e c u r ity  V a lu a t io n  O ffic e  M a n u a l o f the  N A IC  
S ecurity V a lua tion  Office. D ebt securities should be ca rried  a t am ortized cost, 
except fo r those w ith  an N A IC  designation o f 3 to  6, w h ich  sha ll be reported  a t 
the  low er o f am ortized  cost or fa ir  va lue. M ore specifica lly, the  a m o rtiza tion  or 
accretion under SAP is calculated by the “y ie ld  to  w o rs t” in te res t m ethod; one 
am ortizes to  the  date th a t produces the low est asset value. A n  acqu is ition  or 
disposal o f a debt security  sha ll be recorded on the trade  date, except fo r p riva te  
p lacem ent bonds w h ich  sha ll be recorded on the fu n d in g  date. A n  im p a irm e n t 
th a t is considered o ther th a n  tem pora ry  sh a ll be recorded as a rea lized  loss, 
and should re su lt in  the  cost basis o f the security  being w ritte n  down to  the  fa ir  
va lue as a new cost basis. As noted in  SSAP No. 26, paragraph 9, “ In te re s t 
income fo r any period consists o f in te re s t collected d u rin g  the  period, the 
change in  the  due and accrued in te re s t between the  beg inn ing  and end o f the 
period as w e ll as reductions fo r p rem ium  a m o rtiza tion  and in te re s t pa id  on 
acqu is ition  o f bonds, and the  a dd ition  o f d iscount accrual.” In te re s t income 
determ ined to  be unco llectib le  sha ll be w ritte n  o ff th rough  the  sum m ary o f 
operations, and an eva lua tion  should be made to  determ ine nonadm itted  
am ounts. U nder SAP, a c o lle c tib ility  tes t s im ila r to  GAAP is  used to  determ ine 
w he ther an im p a irm e n t o f investm en t income exists, as explained in  SSAP No. 
34, In v e s tm e n t In c o m e  D u e  a n d  A c c ru e d . I f  the in te re s t is deemed uncollectib le , 
the  am ount should be w ritte n  o ff and charged aga inst investm en t income in  
the cu rren t period. In te re s t no t re la ted  to  m ortgage loans, w h ich  is deemed 
co llectib le, is  considered nonadm itted  i f  n in e ty  days or more past due.
5.53 R equirem ents fo r ca rry ing  debt securities as adm itted  assets va ry  a t 
the  d iscre tion  o f the  states. A  debt security  m ust be c lassified as a nonadm itted  
asset i f  i t  fa ils  a q u a lita tive  or q u a n tita tive  lim ita tio n  test or is otherw ise 
unauthorized  by the  applicable state code.
5.54 The N A IC  has incorpora ted  ce rta in  concepts o f FASB S tatem ent No. 
133, its  re la ted  am endm ents, and D IG  issues, in  SSAP No. 86 , A c c o u n t in g  f o r  
D e r iv a t iv e  In s tru m e n ts  a n d  H e d g in g  A c t iv it ie s ,  In c o m e  G e n e ra tio n  a n d  R e p li­
c a t io n  (S y n th e t ic  A sse t T ra n s a c tio n s ) . SSAP No. 86 superseded SSAP No. 31, 
D e r iv a t iv e  In s tru m e n ts ,  and was effective fo r deriva tive  transactions entered 
in to  or m od ified  on or a fte r January  1, 2003. A lte rn a tiv e ly , an in su re r can 
choose to  app ly th is  sta tem ent to a ll deriva tives to w h ich  the in su re r was a 
p a rty  as o f Ja nu ary  1, 2003. In  e ith e r case, the in su re r is to  disclose the 
tra n s itio n  approach th a t is  being used.
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5.55 U nder SSAP No. 86, de riva tives are defined as swaps, options, 
fu tu res, caps, floors, and collars. SSAP No. 86 provides de fin itio ns  fo r these 
term s. The m ore s ig n ifica n t differences between SSAP No. 86 and FASB 
S tatem ent No. 133 include the  fo llow ing :
•  Em bedded deriva tives sha ll no t be accounted fo r separa te ly from  the 
host con trac t as a d e riv a tiv e  in s tru m e n t. (U n d e r SSAP No. 86, the  
d e fin itio n  o f a de riva tive  continues to be based on its  lega l fo rm  or 
contractua l r ig h ts  and obligations, in  contrast w ith  FASB S tatem ent 
No. 133 where the  d e fin itio n  is based on in s tru m e n t characteristics. 
Consequently, ce rta in  contracts th a t m ay not m eet the  d e fin itio n  o f a 
de riva tive  m ay conta in  embedded deriva tive  ins trum en ts .)
•  R eporting  en titie s  sha ll no t separate ly account fo r the effectiveness 
and ineffectiveness o f hedging deriva tives. (A  d e riva tive  in s tru m e n t 
is e ith e r c lassified as an effective hedge or an ine ffective  hedge). 
E n titie s  m ust account fo r the deriva tive  using  fa ir  va lue accounting i f  
i t  is  deemed to be ine ffective  or becomes ine ffective.
•  A  rep o rting  e n tity  m ay hedge a p o rtfo lio  o f s im ila r assets or s im ila r 
lia b ilit ie s ; however, the  in d iv id u a l assets o r in d iv id u a l lia b ilit ie s  m ust 
share the r is k  exposure fo r w h ich  they are designated as being hedged.
•  D e riva tive  ins tru m e n ts  used in  hedging transactions th a t m eet the 
c r ite r ia  o f a h ig h ly  effective hedge are accounted fo r us ing  hedge 
accounting. A  rep o rting  e n tity  u tilize s  fa ir  va lue accounting fo r an 
ine ffective  hedge.
•  Changes in  the  fa ir  va lue o f a d e riva tive  th a t does no t m eet the hedging 
c r ite r ia  sha ll be recorded as unrea lized  gains and losses.
5.56 SSAP No. 86 genera lly  adopts FASB S tatem ent No. 133 fram ew ork 
fo r fa ir  va lue and cash flow  hedges. I t  also adopts FASB S tatem ent No. 138 
provisions fo r fo re ign  currency hedges. I t  a llows deriva tives to be designated 
as hedging exposure to  changes in  fa ir  va lue, v a r ia b ility  in  expected cash flows 
o r fo re ign  currency exposures. Hedge accounting is pe rm itted  fo r deriva tives 
to  hedge a po rtfo lio  o f s im ila r assets o r s im ila r lia b ilit ie s  b u t macro hedging 
(hedging o f an e n tire  po rtfo lio  w ith  d iss im ila r risks ) does n o t q u a lify  fo r hedge 
accounting. F irm  com m itm ents and forecasted transactions are e lig ib le  fo r 
designation as hedged transactions. Forecasted transactions m ust m eet add i­
tio n a l specific c r ite r ia  to  be designated in  a cash flo w  hedge.
5.57 To q u a lify  fo r hedge accounting, a fa ir  va lue, cash flo w  and fo re ign  
currency hedge m ust be h ig h ly  effective. H ig h ly  effective is specifica lly  defined 
w ith in  SSAP No. 86 as where the change in  the deriva tive  hedging ins tru m e n ts  
is w ith in  80 to  125 percent o f the change in  the hedged item . The concept w ith in  
FASB S tatem ent No. 133 o f id e n tify in g  and separate ly accounting fo r e ffective 
and ine ffective  portions o f a single hedge was rejected; therefore, the  ine ffective  
po rtion  o f an effective hedge need not be separate ly recognized in  income. A n  
e n tity  e ith e r has an effective hedge and fo llow s hedge accounting or an ineffec­
tive  hedge and uses fa ir  va lue accounting (recognition  in  unrea lized  gains and 
losses).
5.58 U nder SSAP No. 86, deriva tives used in  hedging a c tiv itie s  should be 
accounted fo r in  a m anner consistent w ith  the ite m  hedged (i.e., i f  the item  
being hedged is accounted fo r a t am ortized cost, the  hedging deriva tive  is also 
accounted fo r a t am ortized  cost). SSAP No. 86, paragraph 15 states “ D e riva tive  
ins tru m e n ts  used in  hedging transactions th a t m eet the c r ite r ia  o f a h ig h ly  
effective hedge sha ll be considered an effective hedge and va lued and reported 
in  a m anner th a t is consistent w ith  the hedged asset o r l ia b il ity  (re fe rred  to  as 
hedge accounting). F or instance, assume an e n tity  has a fin a n c ia l in s tru m e n t
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on w h ich  i t  is  c u rre n tly  rece iv ing  income a t a va riab le  ra te  b u t w ishes to  receive 
income a t a fixed  ra te  and thus enters in to  a swap agreem ent to  exchange the 
cash flows. I f  the transaction  qua lifies  as an effective hedge and a fin an c ia l 
in s tru m e n t on a s ta tu to ry  basis is va lued and reported  a t am ortized  cost, then  
the swap w ou ld  also be va lued and reported  a t am ortized cost. For deriva tives 
th a t do no t q u a lify  fo r hedge accounting, non-hedging deriva tives are ac­
counted fo r a t fa ir  va lue. D eriva tive  ins tru m e n ts  used in  hedging transactions 
th a t do no t m eet o r no longer m eet the  c r ite r ia  o f an effective hedge sha ll be 
accounted fo r a t fa ir  va lue and the changes in  the fa ir  va lue sha ll be recorded 
as unrea lized  gains or unrea lized  losses (re fe rred  to  as fa ir  va lue accounting).”
5.59 U nder SSAP No. 86, fo r a ga in  o r loss upon te rm in a tio n , paragraph 
17 states, “U pon te rm in a tio n  o f a d e riva tive  th a t qua lifies  fo r hedge account­
ing , the  ga in  or loss sha ll a d jus t the  basis o f the hedged ite m  and be recognized 
in  income in  a m anner th a t is consistent w ith  the hedged ite m .” A d d itio n a lly , 
SSAP No. 86, A ppend ix C guidance is provided fo r redesignation o f a d eriva tive  
from  a c u rre n tly  effective hedging re la tionsh ip . The redesignation  o f an item  
ca rried  a t am ortized  cost to  another effective hedging re la tio n sh ip  w ith  an item  
ca rried  a t am ortized  cost, sha ll continue to  be recorded a t am ortized cost w ith  
no ga in  o r loss on the  d e riva tive  recognized.
5.60 U nder SAP, the  am ount recorded as the in it ia l investm en t in  a loan 
is the  p rin c ip a l o f the  loan, ne t o f deferred loan o rig in a tio n  and com m itm ent 
fees. I f  purchased, the loan is recorded a t the  am ount paid, net o f p rem ium  or 
discount. Some states s tip u la te  m axim um  loan values th a t l im it  the  exten t to 
w h ich  ou ts tand ing  p rin c ip a l balances can be reported  as adm itted  assets, and 
m ost states have res tric tion s  th a t app ly to the  size o f the in d iv id u a l loan in  
re la tio n  to the appraised va lue o f the m ortgaged p rope rty  e ith e r a t the o rig i­
n a tion  date, the cu rre n t va lu a tio n  date, o r both.
5.61 Procedures fo r am o rtiz in g  discounts and prem ium s on m ortgage 
loans are inc luded  in  SSAP No. 37, M o rtg a g e  L o a n s . Loan com m itm ent fees are 
deferred, and sha ll be am ortized  over the  life  o f the  loan i f  the  com m itm ent is 
exercised. I f  the  com m itm ent is no t exercised, the fee should be recognized in  
income on the  com m itm ent exp ira tio n  date. N onrefundable loan o rig in a tio n  
fees th a t represent points, should be deferred and am ortized  over the life  o f the 
loan. N onrefundable  loan o rig in a tio n  fees, o ther th a n  points, should no t be 
recorded u n t il received in  cash. A ll costs re la ted  to  loan o rig in a tio n , acqu is ition  
and com m itm ents should be charged to  expense as incu rred .
5.62 As noted in  SSAP No. 37, paragraph 16, “A  m ortgage loan sha ll be 
considered to be im pa ired  when, based on cu rren t in fo rm a tio n  and events, i t  is 
probable th a t a rep o rting  e n tity  w ill be unable to  collect a ll am ounts due 
according to the  contractua l te rm s o f the  m ortgage a g reem en t.. . .  A  rep o rting  
e n tity  sh a ll measure im p a irm e n t based on the  fa ir  va lue (as determ ined by 
acceptable appra isa l m ethodologies) o f the  co lla te ra l less estim ated costs to  
ob ta in  and sell. The d ifference between the ne t value o f the co lla te ra l and the 
recorded investm en t in  the m ortgage loan sha ll be recognized as an im p a ir­
m ent by c rea ting  a va lu a tio n  allowance w ith  a corresponding charge to  unre ­
a liz e d  loss o r by a d ju s t in g  an  e x is t in g  v a lu a t io n  a llo w a n ce  w ith  a 
corresponding charge or c red it to  unrea lized  ga in  or lo s s .. . .  M ortgage loans 
fo r w h ich  foreclosure is probable sha ll be considered perm anently  im pa ired .” 
Nonrecoverable costs should be expensed in  the period incurred . F o r m ortgages 
th a t are in  de fau lt, v o lu n ta r ily  conveyance, o r foreclosure, the ca rry ing  value 
is adjusted fo r unpa id  in te re s t and a dd itio na l expenses, such as legal fees to 
the exten t they are expected to  be recovered fro m  the  u lt im a te  d isp o s itio n  o f
AAG-PLI 5.59
The Investm ent Cycle 151
the  p roperty . U nder SAP, troub led  debt res tru c tu ring s  should be accounted fo r 
according to  the type o f the re s tru c tu rin g  (tra n s fe r o f assets in  fu ll se ttlem ent, 
g ra n t o f equ ity  in te re s t in  fu l l  se ttlem ent, m od ifica tion  o f te rm s or com bination 
o f types.) As noted in  SSAP No. 36, T ro u b le d  D e b t R e s tru c tu r in g ,  “G enerally, 
troub led  debt re s tru c tu rin g  in vo lv in g  the  tra n s fe r o f assets or the  g ra n t o f an 
equ ity  in te re s t sha ll be accounted fo r a t the fa ir  va lue o f the  assets trans fe rred  
or the  equ ity  in te re s t g ran ted .” R estructurings in vo lv in g  on ly  m od ifica tions o f 
te rm s are accounted fo r a t fa ir  va lue. I f  the  re s tru c tu rin g  is fo r a co lla te ra l 
dependent loan, the asset is w r itte n  down to  the fa ir  va lue o f the u nd erly ing  
co lla te ra l. I f  the loan is no t co lla te ra l dependent, the fa ir  va lue sha ll be 
determ ined in  accordance w ith  the Purposes and Procedures M anua l o f the 
N A IC  S ecurity  V a lua tion  Office, i f  applicable, or a t the present va lue o f 
expected fu tu re  cash flow s (see SSAP No. 36, paragraphs 10-12). A  m ortgage 
loan in  w h ich  the  t it le  to  the asset is being obta ined sha ll be reclassified to  rea l 
estate a t the  beg inn ing  o f the  redem ption  period unless i t  is probable th a t the 
loan w ill be redeemed.
5.63 In te re s t income on m ortgage loans is recorded as earned, and con tin ­
gent in te re s t m ay be recorded as earned or as received. As noted in  SSAP No. 
37, paragraph 14, “ I f  a loan in  de fa u lt has any investm en t income due and 
accrued w h ich  is 180 days past due and co llectib le, the  investm en t income sha ll 
continue to  accrue, b u t a ll in te re s t re la ted  to  the  loan is to be reported as a 
nonadm itted  asset. I f  accrued in te re s t on a m ortgage loan in  de fau lt is  no t 
co llectib le, the accrued in te re s t sha ll be w ritte n  o ff im m ed ia te ly  and no fu rth e r 
in te re s t accrued.”
5.64 SSAP No. 83 provides accounting and rep o rting  guidance fo r mezza­
n ine  rea l estate loans (M R ELs). Loans th a t m eet the d e fin itio n  o f a M R E L  are 
adm itted  assets and fo llow  the accounting and rep o rting  guide lines fo r m o rt­
gage loans contained w ith in  SSAP No. 37.
5.65 U nder SAP, SSAP No. 40, R e a l E s ta te  In v e s tm e n ts ,*** paragraph 4, 
“Real esta te  inve s tm en ts  sh a ll be reported  n e t o f encum brances in  the  
fo llo w in g  balance sheet categories, w ith  p a re n th e tica l d isc losure  o f the  
am oun t o f the  re la te d  encum brances: a )  P rope rties  occupied by the  com­
pany; b )  P rope rties  he ld  fo r the production  o f income; and c) P roperties held 
fo r sale.” P roperties occupied by the company and properties he ld  fo r the 
p roduction  o f income should be reported a t depreciated cost. P roperties held  fo r 
sale should be reported  a t the  low er o f depreciated cost o r fa ir  va lue less 
encumbrances and estim ated costs to  se ll the p roperty . As noted in  SSAP No. 
40, paragraph 11, “The cu rren t fa ir  va lue o f rea l estate sha ll be determ ined on 
a p rope rty  by p rope rty  basis . . . and sha ll be defined as the price th a t a 
p rope rty  w ou ld  b rin g  in  a com petitive  and open m a rke t under a ll conditions 
requ is ite  to  a fa ir  sale . . .  I f  m arke t quotes are unavailab le , estim ates o f fa ir  
va lue sha ll be determ ined by an appra isa l ( in te rn a l or th ird  p a rty ), w h ich  is 
based upon a ll re levan t data  about the m a rk e t. . .” A ppra isa ls  are requ ired  to  
be no more th a n  five  years old, and a cu rre n t appra isa l should be obta ined i f  
there  has been a s ign ifican t decline in  fa ir  va lue. F or rea l estate used in  an 
e n tity ’s operations, the  insurance e n tity  is requ ired  to  charge its e lf im puted  
ren t, w h ich  is recorded as investm en t income and an opera ting  expense in  the 
A n nu a l S tatem ent.
*The N A IC  has c u rre n tly  exposed SSAP No. 90 (Issue P aper No. 121), A cco u n tin g  fo r  the  
Im p a irm e n t o r D isposa l o f  R ea l E sta te  Investm ents, w h ich  inco rpora tes ce rta in  concepts fro m  FASB 
S ta te m en t No. 144, A cco u n tin g  fo r  the Im p a irm e n t o r D isposa l o f  Long -L ive d  Assets. The exposure 
d ra ft w o u ld  supersede ce rta in  p o rtions  o f SSAP No. 40 and SSAP No. 68. Readers shou ld  be a le r t to  
any f in a l pronouncem ent.
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5.66 SSAP No. 40’s im p a irm e n t accounting is based on FASB S tatem ent 
No. 121††† concepts. As noted in  SSAP No. 40, paragraph 9, “ I f  the fa ir  va lue o f 
the  asset is less th an  the  ca rry ing  va lue, the asset sha ll be w ritte n  down to  the 
fa ir  va lue thereby e s ta b lish in g  a new  cost basis. The new  cost basis sh a ll n o t 
be changed fo r subsequent recoveries in  fa ir  va lue. The ad justm ent sha ll be 
recorded in  the  sta tem ent o f operations as a rea lized loss.” SSAP No. 40 also 
adopts FASB S tatem ent No. 66, A c c o u n tin g  f o r  S a le s  o f  R e a l E s ta te , except fo r 
m od ifica tion  to  the ca lcu la tion  o f the buyer’s in it ia l investm en t as described in  
SSAP No. 40, paragraph 17.
5.67 U nder SAP, SSAP No. 48, J o in t  V e n tu re s , P a r tn e rs h ip s  a n d  L im ite d  
L ia b i l i t y  C o m p a n ie s , provides th a t these k inds o f investm ents, except fo r 
lim ite d  partne rsh ips w ith  a m in o r ity  in te res t, should be accounted fo r in  
accordance w ith  the  e qu ity  m ethod. Investm ents in  jo in t  ventures, p a rtn e r­
ships and lim ite d  lia b ility  companies fo r w h ich  ow nership is less th a n  10 
percent, should be accounted fo r based on the aud ited  GAAP equ ity . These 
k in d s  o f inve s tm en ts  shou ld  be repo rted  in  O th e r Invested  Assets in  the  
fin a n c ia l s ta tem ents . R efer to  d iscussion o f SSAP No. 46 in  p a rag ra ph  5.51 
o f th is  ch ap te r.‡‡‡ F o r insu rance  com panies issu in g  G AAP sta tem ents , 
FASB In te rp re ta tio n  No. 46 (rev ised  Decem ber 2003), C o n s o lid a t io n  o f  
V a r ia b le  In te re s t  E n t it ie s ,  addresses AR B No. 51, C o n s o lid a te d  F in a n c ia l  
S ta te m e n ts , and was issued to  c la r ify  c o n tro llin g  fin a n c ia l in te re s ts  defined  
fo r  conso lida tion  purposes. FASB In te rp re ta tio n  No. 46(R) has m u ltip le  
e ffective dates as ea rly  as December 31, 2003. T h is  in te rp re ta tio n  excludes 
en titie s  subject to the rep o rting  requ irem ents o f FASB S tatem ent No. 140, 
A c c o u n t in g  f o r  T ra n s fe rs  a n d  S e rv ic in g  o f  F in a n c ia l A sse ts  a n d  E x t in g u is h ­
m e n ts  o f  L ia b i l i t i e s . || However, insurance companies m ay pa rtic ip a te  in  
va ria b le  in te re s t e n titie s  th ro u g h  in v e s tin g  in  s tru c tu re d  inve s tm en ts , such 
as asset-backed se cu ritie s , s yn th e tic  asset-backed se cu ritie s  and ca tas tro ­
phe bonds, c e rta in  s tru c tu re d  re insu ran ce  tra n sa c tio n s , jo in t  ven tu res  
w ith o u t su bs ta n tive  ope ra tions, fin a n c ia l guarantees, debt issuance ve h i­
cles, s yn th e tic  leases, co lla te ra lize d  bond o b lig a tio n  issuances, o r lim ite d  
p a rtn e rsh ip s .
††† FASB S ta te m e n t No. 144, A cco u n tin g  fo r  the Im p a irm e n t o r D isposa l o f  L on g -L ive d  Assets, 
supersedes FASB S ta te m en t No. 121, A cco u n tin g  fo r  the Im p a irm e n t o f  L on g -L ive d  Assets a n d  fo r  
Long -L ive d  Assets to Be D isposed O f. The N A IC  has exposed fo r com m ent SSAP No. 90 (Issue P aper 
No. 121), A cco u n tin g  fo r  the Im p a irm e n t o r D isposa l o f  R ea l E sta te  Investm ents, w h ich  incorpora tes 
FASB S ta te m en t N o. 144 concepts. Readers shou ld  be a le r t to  any f in a l pronouncem ent.
‡‡‡ SSAP No. 88 (Issue P aper No. 118), Investm ents in  S ubs id ia ry , C on tro lle d  a n d  A ff ilia te d  
E n titie s , A  Replacem ent o f  S SAP No. 46, has been exposed fo r com m ent. SSAP N o. 88 c la rifie s  w hen 
e ith e r th e  s ta tu to ry  o r G A A P  e q u ity  basis shou ld  be used. Specific ru le s  id e n tify  th e  cond itions  w hen 
G A A P  e q u ity  needs to  be ad jus ted  fo r ce rta in  tra n sa c tio n s  o r a c tiv itie s . A n y  ad ju s tm en ts  m ay be 
based on a 20 pe rcent o f revenue “b r ig h t- lin e  te s t.”  In  a d d itio n , SSAP N o. 88 adds gu idance fo r th e  
v a lu a tio n  o f inves tm en ts  in  fo re ig n  insu rance  sub s id ia ries , co n tro lled  o r a ff ilia te d  (SCA) e n titie s  and 
th e  v a lu a tio n  o f h o ld in g  com panies. I f  adopted, com panies m ay need to  change th e  v a lu a tio n  basis o f 
th e ir  in ves tm en ts  in  SCA e n titie s . S ubs id ia ries  m ay need to  receive an  u n q u a lifie d  a u d it o p in ion  fo r 
th e ir  e q u ity  to  be considered an a d m itte d  asset. Readers shou ld  be a le r t fo r  a ny f in a l pronouncem ent. 
A d d itio n a lly , fo r G A A P  re p o rtin g , in  M a rch  2004 th e  E IT F  ra tif ie d  E IT F  Issue No. 03-16, A cco u n tin g  
fo r  Investm ents in  L im ite d  L ia b ili ty  Com panies, w h ich  specifies cost o r e q u ity  m e thod accounting  fo r 
n o n co n tro llin g  investm en ts . The E IT F  is  e ffective  fo r a ll app licab le  L L C s fo r re p o rtin g  periods 
be g in n in g  a fte r June  15, 2004.
| | | |  The FASB has issued an exposure d ra ft o f a proposed s ta te m e n t t it le d  Q u a lify in g  
Special-Purpose E n titie s  a nd  Is o la tio n  o f  T ransferred  Assets—A n  A m endm en t o f  F A S B  S ta tem ent No. 
140. The exposure d ra ft m od ifies and adds re q u ire m e n ts  fo r q u a lify in g  specia l purpose e n titie s , 
in c lu d in g  b u t n o t lim ite d  to  iso la tio n , in ve s tm e n t, and tra n sa c tio n  c r ite r ia . A  f in a l s tan da rd  is 
expected to  be issued d u rin g  th e  second h a lf  o f 2004. Readers shou ld  be a le r t to  any f in a l pronounce­
m ent.
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5.68 S ta tu to ry  A c c o u n t in g  P ra c tic e s . U nder SAP, SSAP No. 33, S e c u r it i­
z a t io n ,### adopts portions o f FASB S tatem ent No. 125,### w ith  the  fo llow ing  
m od ifica tions as noted in  paragraph 14 o f the SSAP:
“a . T h is  sta tem ent requires serv ic ing  rig h ts  assets to  be nonadm itted ;
b. T h is  sta tem ent does no t p e rm it sales tre a tm e n t fo r transactions 
where recourse provisions ex is t or where “ca ll” or “p u t” options ex is t 
on the trans fe rred  assets whereas GAAP w ou ld  p e rm it the  recogni­
tio n  o f the  tra n s fe r as a sale under some circum stances;
c. T h is s ta tem ent requ ires debtors to  provide disclosure when a secured 
p a rty  is p e rm itted  to se ll or pledge fin a n c ia l assets tran s fe rred  as 
co lla te ra l whereas FASB S tatem ent No. 125 requires the  encum ­
bered assets to be reported separate ly from  unencum bered assets;
d . T h is s ta tem ent does no t address transfe rs o f fin an c ia l assets accom­
p lished in  a m anner o ther th a n  th rough  secu ritiza tion  whereas 
FASB S tatem ent No. 125 does address such transfe rs ; and
e. P aragraph 14 is rejected as i t  is  not app licable .”
5.69 U nder SAP, SSAP No. 18 and SSAP No. 45 set fo rth  specific co lla t­
e ra l requ irem ents fo r securities lend ing, repurchase and reverse repurchase 
transactions. C o lla te ra l requ irem ents are from  95 percent to  105 percent o f the 
fa ir  va lue o r purchase price o f the loan or trans fe rred  securities. The co lla te ra l 
requ irem en t varies based upon the type o f transaction  (securities lending, 
repurchase, reverse repurchase) o r denom ination  o f the  co lla te ra l. A d d itio n ­
a lly , SSAP No. 18, T ra n s fe rs  a n d  S e rv ic in g  o f  F in a n c ia l A sse ts  a n d  E x t in g u is h ­
m e n ts  o f  L ia b i l i t ie s ,  adopts FASB S tatem ent No. 125* fo r accounting fo r 
wash sales to  p e rm it sales recognition, b u t also requires expanded disclosures 
(see SSAP No. 18, paragraph 37 fo r a lis tin g  o f in fo rm a tio n  to  be disclosed).
Special Risk Considerations
5.70 A  key e lem ent to  an effective a u d it is  an understand ing  o f the 
in d u s try , opera ting  environm ent, and accounting and in te rn a l contro l struc- 
tu re .††† Such unders tand ing  a llows the  a u d ito r to  assess a u d it risks  and 
fa c ilita te  the design o f effective and e ffic ien t a u d it tests.
5.71 P rope rty  and lia b il ity  insurance companies m ay in c u r increased 
u n d e rw ritin g  losses as a consequence o f th e ir  w illingness to  adopt a less 
re s tric tive  u n d e rw ritin g  philosophy to  ob ta in  m ore p rem ium  dollars to invest.
### FASB S ta te m en t No. 140 replaces FASB S ta te m en t No. 125. The N A IC  has exposed fo r 
com m ent SSAP No. 91 (Issue P aper No. 122), A cco u n tin g  fo r  T ransfers a nd  S e rv ic in g  o f  F in a n c ia l 
Assets a nd  E x tin g u ish m en ts  o f  L ia b ilit ie s , w h ich  adopts FASB S ta te m en t N o. 140 w ith  ce rta in  
s ta tu to ry  m o d ifica tion s . The SSAP w i l l  supersede SSAP N os. 18, 33, and 45. A lso , see p r io r  foo tnote.
*See foo tno te  ### to  p a rag raph  5.68.
††††† O n June  17, 2004, th e  SEC approved PC AO B  A u d itin g  S ta n d a rd  N o. 2, A n  A u d it  o f  In te rn a l 
C on tro l O ver F in a n c ia l R ep o rtin g  P erfo rm ed in  C on junction  W ith  an  A u d it  o f  F in a n c ia l S tatem ents. 
T h is  s ta n d a rd  app lies to  a u d its  o f th e  fin a n c ia l s ta tem en ts  o f issuers, as de fined b y  th e  Sarbanes-O x­
le y  A c t, and o th e r e n titie s  w hen  prescribed by th e  ru le s  o f th e  SEC (co lle c tive ly  re fe rre d  to  as 
“ issuers” ). P C AO B A u d itin g  S ta n d a rd  No. 2 estab lishes re qu ire m en ts  th a t ap p ly  w hen  an a u d ito r is 
engaged to  a u d it b o th  an issu e r’s fin a n c ia l s ta tem en ts  and m anagem ent’s assessm ent o f th e  e ffec tive ­
ness o f in te rn a l con tro l over fin a n c ia l re p o rtin g . D ue to  the  issuance o f P C AO B  A u d it in g  S tand ard  
No. 2, a re la te d  proposed s tan da rd  (PC AO B Release No. 2004-002) w o u ld  am end and supersede 
ce rta in  sections o f the  P C AO B in te r im  s tandards. See the  “Preface” section o f th is  G uide fo r m ore 
de ta iled  in fo rm a tio n . R egiste red p u b lic  accounting  firm s  m u s t com ply w ith  th e  s tandards  o f the  
PC AO B in  connection w ith  th e  p re p a ra tio n  o r issuance o f an y  a u d it re p o rt on th e  fin a n c ia l s ta te ­
m ents o f an issuer. R egiste red p u b lic  accounting  firm s  a u d itin g  th e  fin a n c ia l s ta tem en ts  o f issuers 
shou ld  keep a le r t to  any f in a l s tan da rd  issued b y  th e  PC AO B and f in a l SEC approva l o f th a t 
s tandard .
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T h is  w ould  be done as long as investm en t income exceeds expected u n d e rw rit­
ing  losses by a su ffic ien t m arg in , w h ich  is know n as ca sh  f lo w  u n d e rw r it in g .  
However, as losses continue to  increase and in te re s t ra tes decline, i t  has been 
necessary to  revise th is  strategy. A lthough  u nd e rw rite rs  have reacted by 
ra is in g  prices and tig h te n in g  u n d e rw ritin g  standards, g rea te r investm en t 
perform ance is requ ired  to  offset the increased u n d e rw ritin g  losses. In  a dd ition  
to  unders tand ing  th is  opera ting  environm ent, the  a u d ito r should consider the 
fo llow ing  a u d it risks  re la tin g  to  the investm en t cycle th a t m ay affect ca rry ing  
values, p ric ing , and o ther th an  tem pora ry  im pa irm en ts :
•  Investm ent concentra tion, by issuer, in d u s try , o r o ther
•  Investm ent liq u id ity , such as investm ents w ith  te rm s and m a tu ritie s  
no t m atched w ith  claim s obligations
•  In ves tm en t va lu a tio n , such as im proper or inadequate va lu a tio n  
methods, docum entation, or im pa irm en ts  th a t are o ther th a n  tem po­
ra ry , and s ign ifican t am ounts o f investm ents th a t are no t read ily  
m arketab le
•  Investm ent y ie ld  trends (th a t is, the  ind ica ted  a b ility  to  manage the 
investm en t p o rtfo lio  a t m axim um  yie lds com m ensurate w ith  p ru de n t 
r is k  considerations)
•  In ve s tm e n t po licy , such as em phasis on specu la tive  o r h ig h -r is k  
inves tm en ts
•  Investm ent res tric tion s  (th a t is, degree o f compliance w ith  regu la to ry  
or self-im posed res tric tions)
•  Investm ent repurchase agreements, such as (a) the  r is k  th a t the 
se lle r-borrow er m ay not be able to  complete the transaction  and 
repurchase the  security— cred it ris k , or (b ) the  r is k  th a t the  co lla te ra l 
is  no t secure— p a rtic u la rly  i f  i t  rem ains w ith  the  seller-borrow er. 
(Guidance on such m atte rs  is provided by the A IC P A ’s R e p o rt o f  the  
S p e c ia l T a s k  F o rce  o n  A u d its  o f  R e p u rc h a s e  S e c u r it ie s  T ra n s a c t io n s .)
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Chapter 6 
Reinsurance
6.01 Insurance companies b rin g  together people and en titie s  subject to 
insurab le  hazards and collect from  them  prem ium  am ounts expected in  the 
aggregate to be su ffic ien t to  pay a ll losses sustained by the  insureds d u rin g  the 
policy periods. From  the  in su re r’s perspective, the num ber o f insureds m ust be 
large enough and diverse enough fo r the  law  o f averages to operate. F re ­
quen tly , however, an insurance company m ay be offered or m ay accept, fo r 
business reasons, insurance o f a class or am ount th a t does no t p e rm it the law  
o f averages to  operate or th a t could re su lt in  claim s the in su re r does no t have 
the  fin a n c ia l capacity to  absorb. Such risks  are spread among o ther insurance 
companies th rough  reinsurance, w h ich  is the  ind em n ifica tion  by one in su re r o f 
a ll or p a rt o f a r is k  o rig in a lly  undertaken  by another insu re r.
6.02 In  a dd ition  to  using  re insurance to spread the  r is k  o f its  insurance 
contracts, an in su re r m ay use re insurance contracts to  finance the g row th  o f 
its  business in  te rm s o f prem ium s w ritte n  and loss reserve. In  th is  regard, an 
insurance company’s gross capacity (a b ility  to w rite  business) is lim ite d  by law  
o r reg u la tion  based on the  am ount o f its  s ta tu to ry  surp lus. The greate r the  
ra tio  o f prem ium s w ritte n  or lia b ilit ie s  to  such surp lus, the less lik e ly  i t  is  th a t 
the surp lus w ill be su ffic ien t to w ith s ta n d  adverse c la im  experience on bus i­
ness w ritte n . Through reinsurance contracts, an in su re r can increase its  a b ility  
to  u nd e rw rite  risks, thus e ffective ly  us ing  re insurance to  fa c ilita te  the  g row th  
o f its  business.
6.03 The fo llow ing  are m a jo r reasons insurance companies en te r in to  
re insurance contracts:
•  To help  balance th e ir  risks  and cap ita l
•  To reduce th e ir  exposure on p a rtic u la r risks  o r classes o f risks
•  To p ro tect aga inst accum ulations o f losses a ris in g  ou t o f catastrophes
•  To reduce to ta l lia b ilit ie s  to  a leve l appropria te  to  th e ir  cap ita l
•  To provide fin a n c ia l capacity to accept risks  and policies invo lv in g  
am ounts la rg e r th a n  could o therw ise be accepted
•  To help s tab ilize  opera ting  resu lts
•  To obta in  assistance w ith  new products and lines o f insurance
•  To l im it  lia b ilit ie s  o f captive insurance companies, created fo r the 
purpose o f supp ly ing  insurance to noninsurance companies, to  a leve l 
considered acceptable by the  paren t companies
F or s im ila r reasons, re insurers  also m ay tra n s fe r a p o rtion  o f th e ir  assumed 
risks  to  o ther insurance and reinsurance companies, a practice know n as 
re tro ce ss io n .
Types of Reinsurance
6.04 Reinsurance transactions are between insurance en titie s , the  ceding 
e n tity  rem ains p r im a r ily  liab le  to the  policyholder. In  add ition , the  ceding 
e n tity  bears the risks  th a t the re insu re r m ay be unable to  m eet its  obligations
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fo r the risks  assumed under the reinsurance agreement. The po licyho lder is 
genera lly  not aware o f any in d e m n ity  reinsurance transactions th a t m ay occur 
and continues to ho ld  the o rig in a l contract.
6.05 A s s u m p tio n  re in s u ra n c e  agreements are lega l replacem ents o f one 
in su re r by another and thereby extingu ish  the ceding en te rp rise ’s l ia b ility  to 
the policyholder.
6.06 F ro n t in g  is  an arrangem ent between tw o  or m ore insu re rs  whereby 
the fro n tin g  e n tity  w ill issue contracts and then  cede a ll or su b s ta n tia lly  a ll o f 
the r is k  th rough  a reinsurance agreem ent to the o the r insure r(s) fo r a ceding 
commission. Such arrangem ents m ay be ille g a l i f  the in te n t is  to c ircum vent 
regu la to ry  requirem ents. (SAS No. 54, I l le g a l  A c ts  by  C lie n ts , addresses the 
a u d ito r’s resp on s ib ility  fo r detection o f ille g a l acts.) As w ith  o ther ind e m n ity  
reinsurance agreements, the  fro n tin g  e n tity  rem ains p r im a r ily  liab le  to  the 
policyho lder.
6.07 In  the  U n ite d  States there are basica lly  th ree  k inds o f re insurance 
en tities : (a) p ro fe s s io n a l re in s u re rs , w h ich  engage a lm ost exclusively in  re in ­
surance, a lthough  they are u sua lly  p e rm itted  by th e ir  charters and licenses to 
operate as p rim a ry  insurance companies; (b ) re in s u ra n c e  d e p a rtm e n ts  o f  p r i ­
m a ry  in s u ra n c e  c o m p a n ie s , w h ich  func tion  as u n its  o f p rim a ry  insu re rs  and 
engage in  reinsurance; (c) groups o r syndicates o f insu re rs  re fe rred  to  as 
re in s u ra n c e  p o o ls  o r  a s s o c ia tio n s , w h ich  m ay be organized to provide th e ir  
members w ith  re insurance pro tection  and m anagem ent fo r ce rta in  specialized, 
h ig h -r is k  coverage or w ith  general access to  the reinsurance m a rke t fo r tra d i­
tio n a l lines o f business. In  add ition , re insurance in te rm ed ia ries , in c lu d ing  
brokers, agents, m anaging general agents, and s im ila r en titie s , fa c ilita te  
reinsurance by b rin g in g  toge ther ceding companies and re insurers. R e insur­
ance in te rm ed ia ries  m ay u nd e rw rite , design, and negotiate the  te rm s o f re in ­
surance. They u sua lly  place reinsurance, accum ulate and repo rt transactions, 
d is trib u te  prem ium s, and collect and settle  claim s.
6.08 In  a dd ition  to  p ro v id ing  fo r a basic ceding comm ission, in tended to 
re im burse  the  ceding in su re r fo r the  cost o f u n d e rw ritin g  the business, re in ­
surance contracts m ay also provide fo r contingent commissions o r retrospec­
tiv e ly  ra ted  prem ium s, w h ich  are in tended to  a llow  the  ceding in su re r to  share 
in  the p ro fits  or losses rea lized  by the assum ing re insu re r on the  business 
subject to  the contract. Reinsurance contracts a d d itio n a lly  m ay provide fo r 
s lid in g  scale commissions, or com m ission ad justm ents under a fo rm u la  th a t 
a llows increasing  commissions as losses decrease and vice versa, subject to 
m axim um  and m in im u m  lim its . C on tract provisions such as these m ay affect 
the  r is k  tra n s fe r characte ris tics th a t determ ine how reinsurance contracts are 
accounted for.
Kinds of Reinsurance Contracts
6.09 F le x ib ility  is one o f the characteristics o f the  reinsurance business. 
Reinsurance contracts are u sua lly  negotiated in d iv id u a lly  and in  practice no 
tw o contracts are exactly a like . C ontracts are occasionally encountered th a t 
cannot be re a d ily  classified. However, the  p rin c ip a l k ind s  o f re insurance are 
pro ra ta  re insurance and excess reinsurance.
6.10 P ro  r a ta  re in s u ra n c e . Pro ra ta  reinsurance is a sharing, on a prede­
te rm ined  basis, by the  in su re r and the re insu re r o f p rem ium s and losses on a
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r is k , class o f risks , o r p a rtic u la r p o rtion  o f the in su re r’s business. In  considera­
tio n  o f a p redeterm ined p o rtion  o f the  in su re r’s p rem ium  or p rem ium s, the 
re insu re r agrees to  pay a s im ila r p o rtion  o f cla im s and c la im -ad justm en t 
expenses incu rred  on the  business re insured. The re insu re r’s p a rtic ip a tio n  in  
the cla im s is set w ith o u t regard  to  the actua l frequency and severity  o f claim s. 
Pro ra ta  reinsurance can be effected by means o f quota share o r su rp lus share 
reinsurance.
6.11 Q u o ta  s h a re  re in s u ra n c e . Q uota share re insurance is a k in d  o f pro 
ra ta  re insurance in  w h ich  the  ceding company cedes a p ropo rtiona l p a rt (a 
percentage) o f risks  to  the re insu re r, and in  tu rn  w ill recover from  the  re insu re r 
the  same percentage o f a ll losses on those risks. F or exam ple, under a 50- 
percent-quota-share tre a ty  the re in su re r receives 50 percent o f the in su re r’s 
p rem ium s, less ceding commissions, and is obligated to  pay 50 percent o f each 
c la im  as w e ll as the c la im -ad justm en t expense incu rre d  by the insu re r. Such 
re insurance is freq ue n tly  used fo r new  lines or by new companies; fo r example, 
a company ju s t en te ring  the  casua lty fie ld  m ay arrange fo r quota share 
reinsurance on ly  fo r its  casua lty business.
6.12 S u rp lu s  s h a re  re in s u ra n c e . S urp lus share reinsurance is  insurance 
th a t re insures on a pro ra ta  basis on ly  those risks  on w h ich  the  coverage 
exceeds a sta ted am ount. U nder a surp lus tre a ty , an in su re r m ig h t re insure  
w ha t i t  considers to  be su rp lus exposure under each large d w e llin g  policy th a t 
i t  w rites . F o r example, the  in su re r m ig h t re insure  the  am ount o f each dw e lling  
policy above $25,000; the in su re r w ou ld  re insure  $15,000 on a d w e llin g  policy 
fo r $40,000. P rem ium s and losses are shared by the re insu re r and the  insu re r 
on a p ro -ra ta  basis in  p ropo rtion  to  the  am ount o f r is k  insured  or re insured  by 
each. The re insu re r w ou ld  not pa rtic ip a te  a t a ll in  any losses incu rred  on 
policies w ith  lim its  o f $25,000 or less.
6.13 E xcess re in s u ra n c e . U nder excess reinsurance, the  in su re r lim its  
its  lia b il ity  to  a ll o r a p a rtic u la r p o rtion  o f the  am ount in  excess o f a p rede te r­
m ined deductib le o r re ten tion . Thus, the re insu re r’s p o rtion  o f the  loss depends 
on the  size o f the  loss. The re la tio n sh ip  between the  p rem ium  and claim s o f the 
in su re r and the  re insu re r is no t p ropo rtiona l. Excess reinsurance takes th ree  
basic form s: per r is k  basis, per occurrence basis, and aggregate basis.
6.14 E xcess o f  loss  p e r  r is k  re in s u ra n c e . Excess o f loss per r is k  re in su r­
ance requ ires the in su re r to  pay a ll cla im s up to a sta ted am ount o r re te n tio n  
l im it  on each r is k  covered under the reinsurance, such as a ll fire  policies 
w ritte n . The re insu re r reim burses the  insured  fo r the  p o rtion  o f any c la im  in  
excess o f the  in su re r’s re ten tion , subject to  the  l im it  stated in  the re insurance 
agreement.
6.15 E xcess o f  loss  p e r  occu rre n ce  re in s u ra n c e . Excess o f loss per occur­
rence re insurance requ ires the  in su re r to  pay a ll c la im s up to  a sta ted am ount 
or re te n tio n  l im it  on a ll losses a ris ing  from  a single occurrence. The re insu re r 
pays cla im s in  excess o f the  lim its . One purpose o f ob ta in ing  per occurrence 
excess re insurance is to  p ro tect a company from  the  accum ula tion  o f losses 
a ris in g  from  earthquakes, tornadoes, or s im ila r occurrences. Such re insurance 
is also re fe rred  to  as c a ta s tro p h e  re in s u ra n c e .
6.16 A g g re g a te  excess o f  loss  re in s u ra n c e . Aggregate excess o f loss re in ­
surance requ ires the  in su re r to  pay a ll cla im s d u rin g  a specified period up to  a 
predeterm ined l im it  fo r the  period on a ll its  business or any definab le  po rtion  
o f the  c la im . T h is  is u su a lly  expressed as a loss ra tio  (fo r exam ple, re insurance 
aga inst losses th a t w ou ld  cause a company’s loss ra tio  to  exceed 75 percent). 
Such re insurance is also re fe rred  to  as s to p  loss  re in s u ra n c e .
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Bases of Reinsurance Transactions
6.17 Reinsurance is transacted  e ith e r on a facu lta tive  o r a tre a ty  basis. 
U nder fa c u lta t iv e  re in s u ra n c e , each r is k  o r p o rtion  o f a r is k  is re insured  
in d iv id u a lly , and the assum ing company has the option  to  accept or re ject each 
ris k . R isks are separate ly u n d e rw ritte n  by the  assum ing company in  m uch the 
same m anner as i f  a d irec t po licy were being issued. The assum ing company 
therefore  has a ll o f the  po licy in fo rm a tio n  necessary to  m a in ta in  a ll o f the 
accounting records, in c lu d in g  gross prem ium s and reinsurance prem ium s, 
te rm  o f the  policy, re insurance commissions, and in d iv id u a l cla im s data. 
Because the  assum ing company m ust specifica lly  obligate its e lf before assum­
in g  the ris k , the  company is aware o f a ll o f the  risks  assumed a t any po in t. The 
assum ing company m a in ta in s  complete records about a ll fa cu lta tive  business 
assumed and, therefore, has in fo rm a tio n  needed to  account fo r prem ium s 
w ritte n  and receivable, commissions incu rred  and payable, and losses and 
expenses incu rred  and payable.
6.18 U n d e r t re a ty -b a s is  re in s u ra n c e ,  any agreed p o rtio n  o f business 
w r it te n  is  a u to m a tic a lly  re insu red , th e reb y  e lim in a tin g  the  need fo r the  
assum ing  com pany to  accept o r re jec t each r is k . Because o f the  tim e  lag  in  
rep o rting  by the  ceding company, the assum ing company is lik e ly  to  be u n ­
aw are o f some o f the  r is k s  i t  has assum ed a t a p a r tic u la r  p o in t. The rep o rts  
received by the assum ing company from  the  ceding company m ay be complete 
b o rd e re a u s  (or lis tin g s ) o f p e rtin e n t in fo rm a tio n  on each r is k  o r sum m aries o f 
risks.
6.19 I f  the  ceding company reports  on ly sum m arized in fo rm a tion , the 
assum ing company m ay n ot have complete in fo rm a tio n  re la tin g  to  re insurance 
ac tiv itie s . F or exam ple, w ith o u t know ing  the  reinsurance prem ium s by policy 
te rm , the  assum ing company cannot d ire c tly  calculate its  unearned p rem ium  
reserve; b u t m ust use am ounts reported  by the  ceding company. The assum ing 
company, w h ich  has no d irec t re la tio n sh ip  w ith  the insured, m ust also depend 
on the ceding company to  rep o rt the  re insured  p o rtion  o f reported  cla im s and, 
in  some quo ta-share-trea ty accounts, the  estim ated lia b il ity  fo r IB N R  claim s. 
Despite the lack o f deta iled  in fo rm a tion , the assum ing company is responsible 
fo r p rope rly  accounting fo r the transaction .
6.20 Reinsurance m ay be transacted and serviced d ire c tly  between the  
ceding and assum ing companies or th rough  reinsurance in te rm ed ia ries , bro­
kers, agents, o r m anaging general agents. R eporting  o f in fo rm a tio n  to  the 
assum ing company is negotia ted as p a rt o f a reinsurance transaction  invo lv in g  
an in te rm e d ia ry  o r broker.
Accounting Practices
6.21 FASB S tatem ent No. 113, A c c o u n t in g  a n d  R e p o r t in g  f o r  R e in s u ra n c e  
o f  S h o r t -D u ra t io n  a n d  L o n g -D u ra t io n  C o n tra c ts , specifies the accounting by 
insurance enterprises fo r the re insurance (ceding) o f insurance contracts. SOP 
98-7, D e p o s it A c c o u n t in g :  A c c o u n t in g  f o r  In s u ra n c e  a n d  R e in s u ra n c e  C o n tra c ts  
T h a t  D o  N o t  T ra n s fe r  In s u ra n c e  R is k ,  provides guidance fo r accounting fo r 
re insurance contracts th a t do no t tra n s fe r insurance ris k . F u rth e r, the FASB 
published an a rtic le  A c c o u n t in g  f o r  R e in s u ra n c e : Q u e s tio n s  a n d  A n s w e rs  A b o u t  
S ta te m e n t 11 3 , in  the F eb rua ry  26, 1993 issue o f F A S B  V ie w p o in ts  con ta in ing  
42 im p lem en ta tion  questions and answers. The a rtic le  is also included in  
A ppend ix D (Topic D-34) o f the FASB’s E IT F  Abstracts.
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6.22 C o n d it io n s  f o r  Q u a lify in g  f o r  R e in s u ra n c e  A c c o u n tin g . In  general, 
FASB S tatem ent No. 113 requires a d e te rm ina tion  o f w he ther or no t a re in su r­
ance agreem ent, despite its  fo rm , qua lifies  fo r re insurance accounting. To 
q ua lify , a reinsurance contract should ind em n ify  the  ceding ente rp rise  from  
loss or l ia b il ity  re la tin g  to  insurance ris k . P aragraph 8 o f FASB S tatem ent No. 
113 addresses de te rm in ing  w he ther a contract w ith  a re insu re r provides 
ind em n ifica tion  aga inst loss or l ia b il ity  re la tin g  to  insurance ris k . Paragraphs
9 to  11 o f FASB S tatem ent No. 113 address c r ite r ia  fo r short-te rm  contracts to 
be accounted fo r as re insurance. Paragraphs 12 and 13 o f FASB S tatem ent No. 
113 address c rite ria  fo r long-duration contracts to be accounted fo r as reinsurance.
6.23 In  E IT F  Issue No. 93-6 , A c c o u n t in g  f o r  M u lt ip le -Y e a r  R e tro s p e c tiv e ly  
R a te d  C o n tra c ts  by  C e d in g  a n d  A s s u m in g  E n te rp r is e s , the  FASB’s E IT F  d is­
cussed and reached consensuses on several issues re la tin g  to  accounting by 
insu re rs  (ceding enterprises) fo r m u ltip le -ye a r re trospective ly  ra ted  re in su r­
ance contracts (RRCs) w ith  re insurers  (assum ing enterprises). Exam ples o f 
these contracts m ay include transactions re fe rred  to  as “funded catastrophe 
covers.” Users o f th is  guide should re fe r to those issues and the  re la ted  
consensuses in  the FASB’s E IT F  A bstracts.
Reporting Assets and Liabilities
6.24 A s s u m p tio n  re in s u ra n c e . These reinsurance agreements are legal 
replacem ents o f one in su re r by another and thereby ex tingu ish  the  ceding 
en te rp rise ’s lia b il ity  to  the  po licyho lder and should be accounted fo r by rem ov­
in g  the  re la ted  assets and lia b ilit ie s  from  the  fin a n c ia l sta tem ents o f the ceding 
e n tity . A ssum ption  reinsurance transactions m ay re s u lt in  an im m ediate  
recogn ition  o f a ga in  or loss.
6.25 O th e r  re in s u ra n c e  a g ree m en ts . Reinsurance agreements fo r w h ich  
the  ceding e n tity  rem ains p r im a r ily  liab le  to the  contract holders w ou ld  not 
re su lt in  the  rem oval o f the  re la ted  assets and lia b ilit ie s  from  the  ceding 
e n titie s ’ records. F or these agreements, the ceding e n tity  should rep o rt as 
assets, estim ated reinsurance receivables and any prepa id  re insurance p re m i­
um s a ris ing  from  those agreements. A m ounts receivable from  and payable to  
an assuming e n tity  should be offset only when a rig h t o f offset exists, as defined in  
FASB In te rp re ta tion  No. 39, O ffs e ttin g  o f  A m o u n ts  R e la te d  to  C e r ta in  C o n tra c ts .
6.26 Reinsurance receivables and prepa id  re insurance p rem ium s should 
be recognized in  a m anner consistent w ith  the re la ted  lia b ilit ie s  (estim ates fo r 
cla im s incu rre d  b u t no t reported and fu tu re  policy benefits) re la tin g  to  the 
u nd e rly in g  insurance contracts. A ssum ptions used in  e s tim a ting  reinsurance 
receivables should be consistent w ith  those assum ptions used in  e s tim a ting  the 
re la ted  lia b ilitie s . As in  a ll re insurance contracts, the  ceding e n tity  should 
evaluate  the fin a n c ia l soundness and the c o lle c tib ility  o f re insurance rece iv­
ables, to  m ake a de te rm ina tion  th a t the re insu re r has the  a b ility  to  honor its  
com m itm ent under the  contract.
6.27 The am ounts o f p rem ium s ceded and recoveries under reinsurance 
agreements m ay be reported  in  the income statem ents as a separate lin e  item , 
noted p a ren th e tica lly  on the  face o f the  income sta tem ent, o r disclosed in  the  
footnotes to  the  fin a n c ia l statem ents.
Reporting Revenues and Costs
6.28 Paragraphs 21 th rough  25 o f FASB S tatem ent No. 113 provide 
guidance on recogn ition  o f revenues and costs fo r re insurance o f sh o rt-du ra tion
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contracts. P aragraph 26 o f FASB S tatem ent No. 113 provides guidance on 
recogn ition  o f revenues and costs fo r re insurance o f long-dura tion  contracts.
Reinsurance Agreements Not Qualifying for Reinsurance 
Accounting Under FASB Statement No. 113 or EITF 93-6
6.29 FASB S tatem ent No. 113 does n o t specifica lly  address accounting fo r 
re insurance agreements th a t do no t m eet the conditions fo r re insurance ac­
counting, o ther th a n  to  incorpora te  the  provisions from  FASB S tatem ent No. 
60, paragraphs 39 and 40 w h ich  continue in  effect and are included in  para ­
graph 18 o f FASB S tatem ent No. 113 as fo llows:
a . To the  exten t th a t a reinsurance contract does not, despite its  form , 
provide fo r ind em n ifica tion  o f the ceding en terprise  by the re insu re r 
aga inst loss or lia b ility , the p rem ium  paid  less the  p rem ium  to  be 
re ta ined  by the  re insu re r sha ll be accounted fo r as a deposit by the 
ceding enterprise . A  net c red it re su ltin g  from  the contract sha ll be 
reported  as a lia b il ity  by the ceding enterprise . A  ne t charge re su ltin g  
from  the  contract sha ll be reported  as an asset by the  re insu re r.
b. Proceeds from  reinsurance transactions th a t represent recovery o f 
acqu is ition  costs sha ll reduce applicable unam ortized  acqu is ition  
costs in  such a m anner th a t ne t acqu is ition  costs are cap ita lized  and 
charged to expense in  p ropo rtion  to ne t revenue recognized.1 I f  the 
ceding enterprise  has agreed to service a ll o f the re la ted  insurance 
contracts w ith o u t reasonable com pensation, a lia b il ity  sha ll be ac­
crued fo r estim ated excess fu tu re  servic ing  costs under the  re in su r­
ance contract. The net cost to  the assum ing ente rp rise  sha ll be 
accounted fo r as an acqu is ition  cost.
6.30 SOP 98-7 provides guidance on how to  account fo r insurance and 
reinsurance contracts th a t do not tra n s fe r insurance ris k . The tra n s fe r o f 
insurance r is k  requ ires tra n s fe rr in g  both  tim in g  r is k  and u n d e rw ritin g  risk . 
SOP 98-7 applies to  a ll e n titie s  and a ll insurance and reinsurance contracts 
th a t do no t tra n s fe r insurance ris k , except fo r long-dura tion  life  and h ea lth  
insurance contracts. The m ethod used to  account fo r insurance and re in su r­
ance contracts th a t do no t tra n s fe r insurance r is k  is re fe rred  to  as d e p o s it  
a c c o u n tin g . SOP 98-7 n e ith e r addresses when deposit accounting should be 
applied, no r provides c r ite r ia  to m ake th a t de te rm ina tion . Such guidance is 
provided on a case-by-case basis in  the  applicable pronouncem ents. Paragraph 
44 o f FASB S tatem ent No. 5, A c c o u n t in g  f o r  C o n tin g e n c ie s , FASB S tatem ent 
No. 113, E IT F  Issue No. 93-6, and E IT F  Issue No. 93-14 provide guidance on 
when deposit accounting should be applied to  insurance and reinsurance 
contracts.
6.31 P aragraph 9 o f SOP 98-7 requires th a t a t inception, a deposit asset 
or lia b il ity  be recognized fo r insurance or reinsurance contracts accounted fo r 
under deposit accounting and should be m easured based on the  consideration 
pa id  or received, less any e x p lic itly  id e n tifie d  prem ium s o r fees to  be re ta ined  
by the in su re r or re insu re r, irrespective  o f the  experience o f the contract. 
Accounting  fo r such fees should be based on the  te rm s o f the  contract. D eposit 
asset and lia b ilit ie s  should be reported  on a gross basis, unless the  r ig h t o f 
se to ff exists as defined in  FASB In te rp re ta tio n  No. 39, O ffs e t t in g  o f  A m o u n ts  
R e la te d  to  C e r ta in  C o n tra c ts .
1 Paragraph 29 of FASB Statement No. 60 addresses recognition of acquisition costs.
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6.32 Paragraphs 10 th rough  17 o f SOP 98-7 provide guidance about the 
m easurem ent o f the  deposit asset o r lia b il ity  a t subsequent re p o rtin g  dates. 
The subsequent m easurem ent o f the  deposits is based upon w he ther the  
insurance and reinsurance contract (1) transfe rs  on ly s ign ifican t tim in g  ris k , 
(2) transfe rs  on ly s ign ifican t u n d e rw ritin g  ris k , (3) transfe rs  n e ith e r s ig n ifi­
cant tim in g  nor u n d e rw ritin g  ris k , o r (4) has inde te rm ina te  ris k .
6.33 Paragraphs 18 and 19 o f SOP 98-7 requ ire  the  fo llow ing  disclosures:
a . E n titie s  should disclose a descrip tion  o f the  contracts accounted fo r 
as deposits and the separate am ounts o f to ta l deposit assets and to ta l 
deposit lia b ilit ie s  reported  in  the s ta tem ent o f fin an c ia l position.
b. Insurance enterprises should disclose the  fo llow ing  in fo rm a tio n  re ­
gard ing  the  changes in  the  recorded am ount o f the  deposit a ris ing  
from  an insurance or reinsurance contract th a t transfe rs  on ly  s ig n ifi­
cant u n d e rw ritin g  ris k :
(1) The present values o f in it ia l expected recoveries th a t w il l  be 
re im bursed under the  insurance o r reinsurance contracts th a t 
have been recorded as an ad justm ent to  incu rred  losses.
(2) A n y  ad justm ents o f am ounts in it ia lly  recognized fo r expected 
recoveries. (The in d iv id u a l components o f the  ad justm ent [i.e., 
in te re s t accrual, the  present va lue o f a dd itio na l expected recov­
eries, and the  present va lue o f reductions in  expected recoveries] 
should be disclosed separate ly.)
(3) The a m o rtiza tion  expense a ttr ib u ta b le  to  the  exp ira tio n  o f cov­
erage provided under the  contract.
6.34 E x p e r ie n c e -ra te d  re fu n d s . Some re insurance agreements provide 
fo r experience-rated refunds, w h ich  a llow s the ceding e n tity  to  p a rtic ip a te  in  
the p ro fits  o f the re insured  business. In  general, experience re funds are 
determ ined by the  assum ing e n tity  by deducting from  prem ium s assumed 
claim s or losses incu rre d  and a p redeterm ined reinsurance p ro fit (expense and 
p ro fit charge). M ost experience-rated reinsurance agreements w ill  have stated 
te rm s fo r ca lcu la tion  fo rm u las and o ther factors to  be included.
Disclosures
6.35 Paragraphs 27 and 28 o f FASB S tatem ent No. 113, as amended by 
FASB S ta tem ent No. 133, prescribe in fo rm a tio n  th a t should be disclosed 
regard ing  reinsurance ac tiv itie s . Paragraphs 18 and 19 o f SOP 98-7 requ ire  
disclosures about contracts th a t do n o t tra n s fe r insurance risk .
Statutory Accounting Practices
6.36 U nder s ta tu to ry  accounting practices, as under genera lly  accepted 
accounting p rinc ip les, the essentia l ing re d ie n t o f a reinsurance contract is  the 
ind em n ifica tion  o f ris k . A  num ber o f states regula te  reinsurance arrangem ents 
by d isa llow ing  the recogn ition  o f increased surp lus re su ltin g  from  non-risk- 
sh ifting  arrangements. In  general, the accounting trea tm en t by ceding companies 
fo r re insurance transactions is opposite from  th a t o f transactions th a t arise 
from  w r it in g  d irec t business, and the am ounts o f the  reinsurance transactions 
are n e tted  a ga ins t th e  d ire c t am ounts fo r fin a n c ia l s ta te m e n t p re sen ta tion
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(fo r example, the p rem ium  accounts are netted  aga inst the d irec t am ounts fo r 
prem ium s re la ted  to  insu rance  ceded). The assum ing  com pany’s accounting  
fo r re insu rance  n o rm a lly  p a ra lle ls  the  o rig in a l accounting  fo r d ire c t b u s i­
ness. R efer to  SSAP No. 62, P ro p e r ty  a n d  C a s u a lty  R e in s u ra n c e , fo r add itio na l 
guidance on p rope rty  and casua lty re insurance.
6.37 The te rm s u n a u th o r iz e d  re in s u re r  and n o n a d m it te d  re in s u re r  re fe r 
to  a re insu re r no t au thorized  o r licensed to  do business in  the state in  w h ich  
the  ceding company is dom iciled. Licensed companies can w rite  d irec t business 
in  the state; i f  licensed, a company is also authorized  to assume re insurance in  
th a t state. A  nonlicensed company can assume reinsurance i f  the sta te  a u tho r­
izes i t  to  do so, and i t  is  then  considered to  be an authorized re insu re r. In  
s ta tu to ry  fin a n c ia l sta tem ents, the ceding company cannot ob ta in  surp lus 
c red it fo r unearned p rem ium s ceded to  and losses recoverable from  an u n ­
authorized re insu re r unless co lla tera lized  by assets held, a le tte r  o f cred it, or 
o the r form s o f q u a lify in g  co lla te ra l. A  ceding company m ust estab lish  a l ia b ility  
fo r unauthorized  reinsurance in  an am ount equal to  the  excess o f the reserve 
cred its taken  over the funds held  or le tte r  o f c red it fo r the  business ceded.
Special Risk Considerations
6.38 Reinsurance contracts can be complex documents. A  ceding company 
does not discharge its  ob ligations to  the insureds th ro ug h  reinsurance b u t on ly 
obta ins the  r ig h t to  re im bursem ent from  the  assum ing company. Therefore, 
the  ceding company faces the  r is k  th a t the  assum ing company m ay no t have 
the  fin a n c ia l capacity or s ta b ility  to m eet its  ob ligations when they are due. A n  
absence o f an adequate re insurance program  m ay expose an insurance com­
pany (the ceding company) to  su bstan tia l risks  in  re la tio n  to  the company’s 
fin a n c ia l position , p a rtic u la rly  i f  the  company’s risks  are concentrated geo­
g ra ph ica lly  o r by k in d  o f r is k . A lso, a lack  o f su ffic ien t experience to manage 
and u nd e rw rite  assumed reinsurance m ay expose the  assum ing company to 
subs tan tia l risks  in  re la tio n  to  the  company’s fin an c ia l position. Therefore, the 
a u d ito r should be aware th a t re insurance program s m ay ind ica te  (bu t do not 
necessarily confirm ) the  existence o f increased a u d it ris k .
6.39 The assum ption o f re insurance requires special consideration o f the 
accuracy and re lia b ility  o f the  data  received from  the  ceding company, e ithe r 
d ire c tly  or th rough  a reinsurance in te rm e d ia ry . The exten t o f the d e ta il in  the 
in fo rm a tio n  provided to  the assum ing company by the ceding company or the 
reinsurance in te rm e d ia ry  can va ry  s ig n ifica n tly  in —
•  T im eliness o f the in fo rm a tio n  subm itted .
•  D e ta il o f in fo rm a tio n  re la tin g  to  policies, claim s, unearned prem ium s, 
and loss reserves.
•  A n nu a l sta tem ent line-of-business c lassifica tion.
•  Fore ign currency tra n s la tio n  in fo rm a tio n  on business assumed from  
companies dom iciled in  fo re ign  countries (a lien  companies).
6.40 In fo rm ation  on IB N R  claims and b u lk  reserves also m ay be reported by 
ceding companies under pro ra ta  reinsurance arrangements. Generally, no IB N R  
is reported on nonproportiona l— th a t is, excess-reinsurance— arrangem ents. 
Based on the  q u a lity  and comprehensiveness o f the  in fo rm a tio n  received from  
the  ceding company, the  in fo rm a tio n  provided m ay o r m ay not be used by the  
assum ing company.
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Internal Control* of the Ceding Company
6.41 The a u d ito r o f a ceding company should ob ta in  an unders tand ing  o f 
the e n tity ’s procedures fo r (a) eva lua ting  the  fin a n c ia l resp on s ib ility  and 
s ta b ility  o f the  assum ing company, w he ther the  assum ing company is dom i­
ciled in  the  U n ite d  States or in  a fo re ign  country, and (6) p ro v id ing  reasonable 
assurance about the accuracy and re lia b ility  o f in fo rm a tio n  reported  to  the  
assum ing company and am ounts due to  o r from  the assum ing company. The 
ceding company’s contro l a c tiv itie s  to evaluate the fin an c ia l resp on s ib ility  and 
s ta b ility  o f the assum ing company m ay include—
•  O b ta in ing  and ana lyz ing  recent fin an c ia l in fo rm a tio n  o f the  assum ing 
company, such as—
—  F inanc ia l sta tem ents and, i f  aud ited, the  independent a u d ito r’s 
report.
—  F inanc ia l reports  file d  w ith  the  SEC (U n ited  States), D epartm en t 
o f Trade (U n ited  Kingdom ), or s im ila r authorities in  other countries.
—  F inanc ia l sta tem ents file d  w ith  insurance reg u la to ry  a u tho rities , 
w ith  p a rtic u la r consideration o f loss reserve developm ent and the 
q u a lity  and liq u id ity  o f the  company’s invested assets.
•  O b ta in ing  and rev iew ing  ava ilab le  sources o f in fo rm a tio n  re la tin g  to 
the  assum ing company, such as—
—  Insurance in d u s try  rep o rting  and ra tin g  services.
—  Insurance departm ent exam ina tion  reports.
—  Loss reserve ce rtifica tions  file d  w ith  regu la to ry  au tho rities .
—  L e tte rs  re la tin g  to  the  design and opera tion  o f controls file d  w ith  
regu la to ry  au thorities .
—  IR IS  and RBC resu lts  file d  w ith  regu la to ry  au tho rities .
•  In q u ir in g  about the  assum ing company’s retrocessional practices and 
experience.
•  In q u ir in g  about the  general business rep u ta tio n  o f the  assum ing 
company and the  background o f its  owners and m anagem ent.
•  A sce rta in ing  w he ther the assum ing company is authorized to  transact 
re insurance w ith in  the ceding company’s state o f dom icile  or, i f  not, 
w he ther le tte rs  o f c red it o r o ther means o f security  are provided.
•  C onsidering the  need fo r and eva lua ting  the  adequacy o f co lla te ra l 
from  the  assum ing company on co lla tera lized  re insurance contracts.
6.42 The ceding company’s contro l ac tiv itie s  re la tin g  to  the  accuracy and 
re lia b ility  o f in form ation  reported to the assuming company and amounts due to  
o r from  the  assum ing company are genera lly  s im ila r in  na tu re  to  o the r contro l
* O n Jun e  17, 2004, th e  SEC approved P C AO B A u d itin g  S tand a rd  No. 2, A n  A u d it  o f  In te rn a l 
C o n tro l O ver F in a n c ia l R e p o rtin g  P erfo rm ed in  C on ju nction  W ith  an  A u d it  o f  F in a n c ia l S tatem ents. 
T h is  s ta n d a rd  app lies to  a u d its  o f th e  fin a n c ia l sta tem en ts o f issuers, as de fined by  th e  Sarbanes- 
O xley A c t, and o th e r e n titie s  w hen  prescribed by  th e  ru le s  o f th e  SEC (co lle c tive ly  re fe rre d  to  as 
“ issuers” ). P C AO B A u d itin g  S ta n d a rd  N o. 2 estab lishes re qu ire m en ts  th a t a p p ly  w hen  an a u d ito r is  
engaged to  a u d it b o th  an  is s u e r’s fin a n c ia l s ta tem en ts  and m anagem en t’s assessm ent o f the  
effectiveness o f in te rn a l co n tro l ove r fin a n c ia l re p o rtin g . D ue to  th e  issuance o f PC AO B A u d itin g  
S tand a rd  No. 2, a re la te d  proposed s tan da rd  (PC AO B Release No. 2004-002) w ou ld  am end and 
supersede ce rta in  sections o f th e  P C AO B in te r im  s tandards. See th e  “P reface”  section o f th is  G uide 
fo r m ore de ta ile d  in fo rm a tio n . R egiste red p u b lic  accounting  firm s  m u s t com ply w ith  th e  standards o f 
th e  P C AO B in  connection w ith  th e  p re p a ra tio n  o r issuance o f any a u d it re p o rt on th e  fin a n c ia l 
s ta tem en ts  o f an  issuer. R egiste red p u b lic  accounting  firm s  a u d itin g  th e  fin a n c ia l s ta tem en ts  o f 
issuers shou ld  keep a le r t to  any f in a l s tan da rd  issued by th e  P C AO B and f in a l SEC approva l o f th a t 
s tandard .
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ac tiv itie s  fo r the d irec t record ing  o f d irec t insurance transactions. (Those 
contro l ac tiv itie s  are described in  A ppend ix B.)
Control Environment
6.43 The contro l environm ent as re la ted  to  reinsurance transactions o f a 
p rope rty  and lia b il ity  insurance company represents the collective effect o f 
various factors on the effectiveness o f specific contro l a c tiv itie s  o f the e n tity . 
The a u d ito r should consider such factors in flu en c ing  inh e re n t r is k  re la ted  to 
reinsurance assumed and ceded, inc lu d ing  factors re la tin g  to  m anagem ent, 
p roduct characteristics, u n d e rw ritin g  approach, m a rke tin g  strategies, fin a n ­
c ia l objectives, and the  economic and regu la to ry  environm ent. Such factors 
m ig h t include the  fo llow ing :
•  The p rope rty  and lia b ility  insurance company uses complex re in su r­
ance transactions a t o r near the  end o f the  period to  achieve fin an c ia l 
perform ance goals or im prove its  su rp lus position .
•  The p rope rty  and lia b il ity  insurance company is  invo lved  in  a s ig n ifi­
cant am ount o f in te rn a tio n a l re insurance, or re insu re rs  are in  ju r is ­
d ictions w ith  fo re ign  exchange controls.
•  There are no executed contractua l agreements between the  ceding 
e n tity  and the re insu re r.
•  Reinsurance coverage is inadequate ( it  does no t m eet the  business 
need or does no t re flec t m anagem ent’s in tended reinsurance program ).
•  The ceding e n tity ’s re insurers  are in  fin a n c ia l d iffic u lty .
•  Reinsurance has become unava ilab le  a t the  p rope rty  and lia b ility  
insurance company’s desired re te n tio n  levels and costs.
•  There are s ign ifican t or unexpected changes in  the e n tity ’s re in su r­
ance program s.
•  The reinsurance agreem ent does no t tran s fe r adequate economic r is k  
where th is  was the  in te n tio n  o f the parties.
•  R isk  assumed under tre a ty  arrangem ents is excessive.
•  F ina nc ia l in fo rm a tio n  received is inadequate, o r no t received on a 
tim e ly  basis.
•  R egulations m ay no t p e rm it the  trea tm en t o f ce rta in  re insurance 
agreements as reinsurance.
•  S ig n ifica n t re insurance agreements invo lve  w h o lly  owned subs id ia r­
ies or o the r re la ted  parties.
Control Activities
6.44 C on tro l ac tiv itie s  are those policies and procedures th a t help  ensure 
th a t m anagem ent d irectives are carried  ou t and th a t necessary actions are 
taken  to address risks  to  achieve the e n tity ’s objectives. In  add itio n  to  contro l 
ac tiv itie s , discussed in  paragraph 6 .4 3 ,  re la tin g  to the  eva lua tion  o f the  contro l 
ac tiv itie s  o f the  re insu re r, the  fo llo w in g  are examples o f typ ica l controls 
re la tin g  to  re insurance transactions:
•  P ro p e r  a u th o r iz a t io n  o f  t ra n s a c t io n s  a n d  a c t iv it ie s .  W ritte n  guide­
lines fo r re insurance transactions are in  place assigning appropria te  
resp on s ib ility  fo r approval.
•  S e g re g a tio n  o f  d u t ie s . Reinsurance transactions, cla im s processing, 
p rem ium  collection, key in fo rm a tion  systems functions, and general 
accounting ac tiv itie s  should be app rop ria te ly  segregated, and inde­
pendent review s should be conducted o f the  w ork  perform ed.
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•  D e s ig n  o f  a d e q u a te  c o n tro l o v e r d o c u m e n ts  a n d  re co rd s . There are 
procedures to  ensure th a t fic titio u s  o r dup lica te  re insurance transac­
tions are no t included in  the  records and to  p reven t or detect the 
om ission o f va lid  transactions.
•  A d e q u a te  s a fe g u a rd s  o f  access to  a n d  use o f  assets a n d  a c c o u n tin g  
re c o rd s . D ata  file s  and production  program s have adequate safe­
guards aga inst unauthorized  access; and adequate safeguards ex is t 
over access to  any co lla te ra l from  the  assum ing e n tity  th a t m ay be held  
by the ceding e n tity .
•  In d e p e n d e n t checks o n  p e r fo rm a n c e  a n d  p ro p e r  v a lu a t io n  o f  re c o rd e d  
a m o u n ts . Recorded insu rance  tran sa c tio n s  are sub ject to  ind e ­
pendent te s ting  o r o ther q u a lity  contro l checks; re insurance ceded 
transactions are period ica lly  confirm ed d ire c tly  w ith  the  re insu re r; 
review s are perform ed to  determ ine th a t re insurance transactions are 
va lid  and supported by appropria te  docum entation as requ ired  by the 
reinsurance agreem ent; and independent evalua tions are perform ed 
on the  adequacy o f any co lla te ra l he ld  from  assum ing en titie s  on 
reinsurance agreements.
Accounting Systems
6.45 The in fo rm a tio n  system re levan t to fin a n c ia l rep o rting  objectives, 
w h ich  includes the  accounting system, consists o f the  procedures, w he ther 
autom ated or m anua l, and records established to  in itia te , record, process, and 
re p o rt e n tity  transactions (as w e ll as events and conditions) and to  m a in ta in  
accoun tab ility  fo r the  re la ted  assets, lia b ilitie s , and equity.
6.46 The transaction  flow  o f accounting records fo r re insurance transac­
tions u sua lly  encompasses a ll functions re la tin g  to u n d e rw ritin g , p rem ium  
collection, com m ission processing, and claim s paym ents.
Internal Control† of the Assuming Company
6.47 A  s ign ifican t component o f an assum ing company’s in te rn a l contro l 
th a t is re la ted  to assumed reinsurance is the assessment o f the accuracy and 
re lia b ility  o f data  received from  the  ceding companies. P rinc ip a l contro l a c tiv i­
ties o f the assum ing company m ay inc lude—
•  M a in ta in in g  u n d e rw ritin g  files  w ith  in fo rm a tio n  re la tin g  to  the bus i­
ness reasons fo r e n te ring  the  re insurance contracts and an tic ipa ted  
resu lts  o f the  contracts. The u n d e rw ritin g  file s  m ay inc lude—
—  H is to rica l loss ra tios  and combined ra tios  o f the ceding companies.
—  A n tic ipa te d  loss ra tios  under the  contracts.
—  Ind ica tions o f the frequency and content o f reports  fo r the ceding 
companies.
—  P rio r business experience w ith  the  ceding companies.
—  The assum ing company’s experience on s im ila r risks.
—  In fo rm a tio n  regard ing  p ric ing  and ceding commissions.
•  M o n ito rin g  the  actua l resu lts  reported by the ceding companies and 
inve s tiga ting  the reasons fo r and the  effects o f s ign ifican t deviations 
from  antic ipa ted  resu lts.
† See footnote * to paragraph 6.41.
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•  V is itin g  the ceding companies to  review  and to  evaluate th e ir  under­
w ritin g , claims processing, loss reserving, and loss-reserve-development- 
m on ito ring  procedures.
•  O b ta in ing  the  rep o rt o f the  ceding companies’ independent account­
ants on controls (re la ting  to ceding reinsurance) placed in  operation (and 
tests o f opera ting  effectiveness). See SAS No. 70, S e rv ice  O rg a n iz a ­
t io n s , as amended.2
6.48 A d d itio n a l contro l ac tiv itie s  o f the assum ing company m ay inc lude—
•  O b ta in ing  and ana lyz ing  recent fin a n c ia l in fo rm a tio n  o f the ceding 
companies, such as—
—  F inanc ia l sta tem ents and, i f  aud ited, the  independent a u d ito r’s 
report.
—  F inanc ia l reports  file d  w ith  the SEC (U n ited  States), D epartm ent 
o f Trade (U n ited  Kingdom), or s im ila r authorities in  other countries.
—  F inanc ia l statem ents file d  w ith  insurance reg u la to ry  a u tho rities , 
w ith  p a rtic u la r a tte n tio n  to  loss reserve developm ent.
•  O b ta in ing  and rev iew ing  ava ilab le  sources o f in fo rm a tio n  on the  
ceding companies, such as—
—  Insurance in d u s try  rep o rting  and ra tin g  services.
—  Insurance departm ent exam ina tion  reports.
—  Loss reserve ce rtifica tions  file d  w ith  regu la to ry  au tho rities .
—  Le tte rs  re la tin g  to the design and opera tion  o f contro ls file d  w ith  
regu la to ry  au thorities .
•  In q u irie s  about the  general business rep u ta tio n  o f the  ceding compa­
nies and the background o f th e ir  owners and m anagem ents.
Auditing Procedures‡ for the Ceding Company
6.49 The independent a u d ito r also should be aware o f re insurance issues 
th a t are discussed in  the Subcom m ittee on O vers ight and Investiga tions o f the 
C om m ittee on Energy and Commerce’s report, F a ile d  P ro m is e s : In s u ra n c e  
C o m p a n y  In s o lv e n c ie s  (issued February/1990).3
6.50 The ceding company’s independent a u d ito r should obta in  an under­
s tand ing  o f the ceding company’s a b ility  to honor its  com m itm ents under the 
reinsurance contract. C hapter 4 o f th is  guide discusses how the  a u d ito r as­
sesses contro l risk . I f  the a u d ito r in tends to  re ly  on the  prescribed procedures,
2 The Audit Guide entitled Service O rg an iza tio ns : A p p ly in g  SAS No. 70, as A m ended , includes 
illustrative control objectives as well as interpretations that address responsibilities of service 
organizations and service auditors with respect to forward-looking information and the risk of 
projecting evaluations of controls to future periods. The Guide also clarifies that the use of a service 
auditor’s report should be restricted to existing customers and is not meant for potential customers. 
Additionally, SAS No. 98, O m nibus S tatem ent on A u d it in g  S ta n d a rd s— 2002 rescinds Auditing 
Interpretation No. 6 of SAS No. 70, “Responsibilities of Service Organizations and Service Auditors 
With Respect to Subsequent Events in a Service Auditor’s Engagement” (AICPA, P rofess iona l S ta n d ­
a rds , vol. 1, AU sec. 9324). SAS No. 98 amends SAS No. 70 to expand subsequent event guidance with 
respect to audit responsibilities and management representations. Additionally, see the “Preface” 
section of this Guide for new rules and regulations concerning service organizations.
‡  See the “Preface” section of this Guide for information on new rules and regulations 
concerning auditing procedures.
3 This paragraph also applies to the assuming company’s independent auditor (refer to para­
graph 6.53) and to the auditor of reinsurance intermediaries (refer to paragraph 6.38).
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the a ud ito r should perfo rm  tests o f the ceding e n tity ’s procedures to  obta in  
reasonable assurance th a t they are in  use and opera ting  as p lanned.
6.51 The absence o f adequate procedures by the  ceding company to  de te r­
m ine the  assum ing company’s a b ility  to  honor its  con tractua l com m itm ents, or 
the  fa ilu re  to  app ly  adequate ly  designed procedures as p lanned , m ay con­
s titu te  a rep o rta b le  co n d itio n  in  the  ceding com pany’s in te rn a l con tro l. SAS 
No. 6 0 ,|| C o m m u n ic a t io n  o f  In te r n a l C o n tro l R e la te d  M a tte rs  N o te d  in  a n  
A u d i t , discusses the a u d ito r’s resp on s ib ility  fo r com m unication o f a s ign ifican t 
deficiency in  in te rn a l contro l to  the  a u d it com m ittee. Based on h is  or her 
assessment o f contro l r is k , the  a u d ito r should consider perfo rm ing  substantive 
tests su ffic ien t to evaluate the  c o lle c tib ility  o f am ounts reported  in  the fin a n ­
c ia l sta tem ents as recoverable from  the  assum ing company. The a u d ito r’s tests 
m ay inc lude  ce rta in  o f the  procedures specified above b u t they are no t neces­
s a rily  lim ite d  to those procedures.
6.52 To obta in  reasonable assurance w hether re insurance contracts are 
a pp ro p ria te ly  accounted fo r, the independent a u d ito r o f the ceding company 
should consider perfo rm ing  procedures fo r selected contracts, selected transac­
tions, and re la ted  balances, inc lu d ing —
•  Reading the  re insurance contract and re la ted  correspondence to—
—  O bta in  an understand ing  o f the  business objective o f the  re in su r­
ance contract.
—  D eterm ine w he ther the  contract indem nifies the  ceding company 
against loss o r lia b ility , and meets the conditions fo r re insurance 
accounting o r w he ther i t  should be accounted fo r under deposit 
accounting, as defined in  SOP 98-7.
•  T rac ing  en tries  a ris ing  from  selected reinsurance contracts to  the 
appropria te  records.
•  T rac ing  the  selected transactions to supporting  documents and te s ting  
the re la ted  receivables and payables.
•  O b ta in ing  w ritte n  con firm a tion  o f selected balances. In  ce rta in  c ir­
cumstances, con firm a tion  o f contract te rm s m ay be appropriate .
Auditing Procedures# for the Assuming Company
6.53 A n  assum ing company’s independent a u d ito r should ob ta in  an un ­
derstand ing  o f the assum ing company’s procedures fo r assessing the  accuracy 
and re lia b ility  o f data  received from  the ceding companies. I f  the  a u d ito r 
in tends to  assess contro l r is k  as being less th an  m axim um , he or she should 
evaluate the s u ita b ility  o f the assum ing company’s procedures fo r h is  or her 
purposes and test the procedures to  ob ta in  evidence th a t they  are in  use and 
opera ting  as prescribed.4
| |   In March 2004, the PCAOB issued a proposed auditing standard entitled C on fo rm in g  
A m endm ents to P C AO B  In te r im  S ta n d a rd s  R e su ltin g  F rom  the A do p tio n  o f  P C AO B  A u d it in g  S ta n d ­
a rd  No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction With an 
Audit of Financial Statements. The proposed standard, among other matters, would supersede SAS 
No. 60, C om m un ica tion  o f  In te rn a l C o n tro l R elated M a tte rs  N oted in  an  A u d it, for audits of the 
financial statements of issuers. (See PCAOB Release No. 2004-002) Registered public accounting 
firms must comply with the standards of the PCAOB in connection with the preparation or issuance 
of any audit report on the financial statements of an issuer. Registered public accounting firms 
auditing the financial statements of issuers should keep alert to any final standard issued by the 
PCAOB and final SEC approval of that standard. See the “Preface” section of this Guide for more 
information.
#  See the “Preface” section of this Guide for information on new rules and regulations 
concerning auditing procedures.
4 Refer to “Auditing Procedures for the Ceding Company” in paragraphs 6.49 through 6.52.
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6.54 The absence o f adequate procedures by the assum ing company to 
provide assurance regard ing  the accuracy and re lia b ility  o f data received from  
the  ceding company, or no t app ly ing  adequately designed procedures th a t are 
in  use and opera ting  as prescribed, m ay constitu te  a reportable  cond ition  in  the 
assum ing company’s in te rn a l control. Based on h is  o r he r assessment o f contro l 
r is k , the  a u d ito r should perfo rm  substantive  tests su ffic ien t to  ob ta in  assur­
ance regard ing  the  accuracy and re lia b ility  o f the data  received from  the ceding 
companies. The a u d ito r’s substantive  procedures m ay include, b u t w ould  no t 
necessarily be lim ite d  to, one or more o f the fo llow ing:
•  P erfo rm ing  ce rta in  o f the procedures described as contro l ac tiv itie s  in  
paragraph 6.48
•  M eeting  and rev iew  the w ork  o f the  ceding companies’ independent 
aud ito rs  (see SAS No. 1, section 543, P a r t  o f  A u d i t  P e r fo rm e d  by  O th e r  
In d e p e n d e n t A u d ito r s )
•  P e rfo rm ing  a u d itin g  procedures a t the  ceding companies or requesting  
th e ir  independent aud ito rs  to  perform  agreed-upon procedures
•  O b ta in ing  reports from  the ceding companies’ independent aud ito rs 
on the  ceding companies’ in te rn a l contro l re la tin g  to ceded reinsurance 
(see SAS No. 70, S e rv ice  O rg a n iz a tio n s , as amended)5
6.55 The a u d ito r’s in a b ility  to  perform  the  procedures considered neces­
sary, w he ther as a re su lt o f res tric tion s  imposed by the  c lien t or by c ircum ­
stances such as the tim in g  o f the w ork, the  in a b ility  to  ob ta in  su ffic ien t 
com petent e v iden tia l m a tte r, o r an inadequacy in  the accounting records, 
constitu tes a scope lim ita tio n  th a t m ay requ ire  the  a u d ito r to q u a lify  the 
op in ion  or d isc la im  an op in ion  (see SAS No. 58). In  such circum stances, the 
reasons fo r the a u d ito r’s q ua lifica tion  o f op in ion  or d isc la im er o f op in ion  should 
be described in  the  a u d it report.
6.56 To determ ine w he ther re insurance contracts are app rop ria te ly  ac­
counted fo r, the  independent a u d ito r o f the  assum ing company should consider 
perfo rm ing  procedures fo r selected contracts, selected transactions, and re ­
la ted  balances, in c lu d ing —
•  Reading the reinsurance contract and re la ted  correspondence to—
—  O bta in  an unders tand ing  o f the  business objective o f the  re in su r­
ance contract.
—  D eterm ine w he ther the contract should be accounted fo r as re in ­
surance or deposit.
•  T racing  entries a ris in g  from  selected reinsurance contracts to the 
appropria te  records.
•  T racing  the  selected transactions to  supporting  documents and te s ting  
the re la ted  receivables and payables.
•  O b ta in ing  w ritte n  con firm a tion  o f selected balances. In  ce rta in  c ir­
cumstances, con firm a tion  o f contract term s m ay be appropria te .
5 The Audit Guide entitled Service O rg an iza tio ns : A p p ly in g  S AS No. 70, as Am ended, includes 
illustrative control objectives as well as interpretations that address responsibilities of service 
organizations and service auditors with respect to forward-looking information and the risk of 
projecting evaluations of controls to future periods. The Guide also clarifies that the use of a service 
auditor’s report should be restricted to existing customers and is not meant for potential customers. 
Additionally, SAS No. 98, O m nibus S ta tem ent on A u d it in g  S ta n d a rd s—2002 rescinds Interpretation 
No. 6 of SAS No. 70, “Responsibilities o f Service Organizations and Service Auditors With Respect to 
Subsequent Events in a Service Auditor’s Engagement” (AICPA, P rofess iona l S tand a rd s , vol. 1, AU 
sec. 9324). SAS No. 98 amends SAS No. 70 to expand subsequent event guidance with respect to audit 
responsibilities and management representations. Additionally, see the “Preface” section of this 
Guide for new rules and regulations concerning service organizations.
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Pools, Associations, and Syndicates
6.57 P a rtic ip a tio n  in  re insurance pools, associations, and syndicates is in  
some respects s im ila r to  reinsurance, and the guidance in  paragraphs 6.49 to
6.56 genera lly  applies to  aud its  o f p a rtic ip a tin g  companies. Pools, associations, 
and syndicates o ften issue aud ited  fin a n c ia l sta tem ents to  p a rtic ip a tin g  com­
panies, and aud ito rs  o f p a rtic ip a tin g  companies m ay use the  rep o rt o f the 
independent a u d ito r o f the  pool, association, or syndicate in  th e ir  aud its. SAS 
No. 1, section 543,** provides guidance fo r such use.
Reinsurance Intermediaries
6.58 Reinsurance interm ediaries’ involvem ent m ay include evaluation, un­
derw riting , negotiations, and fund  transfers. The assuming and ceding companies 
should coordinate  th e ir  con tro l a c tiv itie s  w ith  those o f the  in te rm ed ia ries .
6.59 A  company m ay delegate to  a reinsurance in te rm e d ia ry  the  perfo rm ­
ance o f the  procedures described in  the  sections “ In te rn a l C on tro l o f the Ceding 
Com pany,” paragraphs 6.41 to 6.46 and “ In te rn a l C on tro l o f the A ssum ing 
Com pany,” paragraphs 6.47 and 6.48. The company, however, should have 
procedures to sa tis fy  its e lf  th a t the reinsurance in te rm e d ia ry  is adequately 
perfo rm ing  those procedures. The guidance provided to  the independent a ud i­
to r  in  those sections m ay be applied.
6.60 In  a dd ition  to  the  functions discussed in  the  previous paragraphs, a 
reinsurance in te rm e d ia ry  m ay be authorized to collect, hold, d isburse, or re m it 
funds on b e h a lf o f an insurance company. The insurance company should have 
contro ls to  provide reasonable assurance th a t the reinsurance in te rm e d ia ry  is 
adequately perform ing those functions; sa feguarding the  funds and, i f  requ ired , 
a pp ro p ria te ly  segregating them ; and se ttlin g  accounts on a tim e ly  basis. The 
insurance company m ay accom plish th is  by o b ta in ing  a special rep o rt from  the 
independent a u d ito r o f the re insurance in te rm e d ia ry  or by v is it in g  the  re in su r­
ance in te rm e d ia ry  and rev iew ing  its  controls th a t re la te  to those functions. The 
a u d ito r o f the  insurance company should assess contro l r is k  in  th is  area as 
described in  C hapter 4 o f th is  guide.
6.61 The a u d ito r should read the  in te rm e d ia ry  clauses in  an assum ing 
company’s reinsurance contracts.6 Such clauses, w h ich  id e n tify  the  specific 
in te rm ed ia ries  o r brokers invo lved in  nego tia ting  the contracts, com m unicat­
in g  in fo rm a tion , and tra n s m ittin g  funds, should sta te  c lea rly  w he ther paym ent 
to  the  in te rm ed ia ries  constitu tes paym ent to  the  o the r parties  to  the  re in su r­
ance contracts. A n  exam ple o f such a clause, under w h ich  the  re insu re r 
assumes the c red it risks  in  the transm iss ion  o f re insurance funds, fo llow s:
_______ is  h e re b y  reco g n ize d  as th e  In te rm e d ia ry  n e g o tia tin g  th is  c o n tra c t. A ll
co m m u n ic a tio n s  ( in c lu d in g  b u t n o t lim ite d  to  n o tice s , s ta te m e n ts , p re m iu m s , 
re tu rn  p re m iu m s , co m m iss io n s , ta xe s , losses, loss a d ju s tm e n t expenses, s a l­
vages, a n d  loss s e ttle m e n ts ) r e la t in g  th e re to  s h a ll be tra n s m itte d  to  th e  ced in g
co m p a n y  o r  th e  re in s u re rs  th ro u g h  _______________________ . P a ym e n ts  b y  th e
ce d in g  co m p a n y  to  th e  In te rm e d ia ry  s h a ll be deem ed to  c o n s titu te  p a y m e n t to  
th e  re in s u re rs . P a ym e n ts  b y  th e  re in s u re rs  to  th e  In te rm e d ia ry  s h a ll be deem ed  
to  c o n s titu te  p a y m e n t to  th e  ce d in g  co m pany o n ly  to  th e  e x te n t th a t  such  
p a ym e n ts  a re  a c tu a lly  rece ive d  b y  th e  ce d in g  com pany.
* See the “Preface” section of this Guide for new rules and regulations.
6 Refer to “Auditing Procedures for the Ceding Company” in paragraphs 6.49 through 6.52.
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Accounting for Foreign Property and Liability Reinsurance
6.62 The p rom u lga tion  o f ru les and regu la tions by state insurance de­
partm en ts  and the  adoption o f specialized insurance in d u s try  accounting 
standards by the FASB have resu lted  in  considerable u n ifo rm ity  in  accounting 
practices in  the  insurance in d u s try  in  the  U n ite d  States. O utside the  U n ite d  
States, insurance accounting and rep o rting  practices va ry  w ide ly. The d ive r­
s ity  in  insurance accounting and rep o rting  practices o f fo re ign  insurance 
companies has led to questions on how U.S. insurance companies should 
account fo r p rope rty  and lia b il ity  re insurance assumed from  fo re ign  companies 
(fore ign reinsurance).
6.63 R einsurers assum ing business from  dom estic companies have h is ­
to ric a lly  had su ffic ien t in fo rm a tion  to m on ito r and account fo r contract resu lts. 
In  contrast, some re insurers assum ing business from  fo re ign  companies do no t 
receive such in fo rm a tion , because in  some fo re ign  ju risd ic tio n s , insurance 
companies’ accounting and rep o rting  practices concerning period ic recognition 
o f revenue and incu rred  cla im s are su b s ta n tia lly  d iffe re n t from  U.S. practices. 
Therefore, re insu re rs  assum ing business from  fo re ign  ceding companies can­
no t always ob ta in  su ffic ien t in fo rm a tio n  to  p e riod ica lly  estim ate earned p re m i­
ums fo r the business assumed from  the  fo re ign  ceding companies.
6.64 A  s ign ifican t am ount o f re insurance is transacted th rough  syndi­
cates organized by L loyd ’s o f London. L lo yd ’s syndicates rep o rt the am ounts o f 
prem ium s, claim s, and expenses recorded in  an u n d e r-w ritin g  account fo r a 
p a rtic u la r year to  the  assum ing companies th a t p a rtic ip a te  in  the  syndicates. 
The syndicates genera lly  keep accounts open fo r th ree  years. T ra d itio n a lly , 
th ree  years have been necessary to  rep o rt su b s ta n tia lly  a ll p rem ium s associ­
ated w ith  an u n d e rw ritin g  year and to  re p o rt m ost re la ted  cla im s, a lthough  
claim s m ay rem a in  u n se ttle d  a fte r the  account is closed. A  L lo yd ’s syndicate  
ty p ic a lly  closes an u n d e rw ritin g  account by re in su rin g  ou ts tand ing  cla im s on 
th a t account w ith  a syndicate fo r the  next u n d e rw ritin g  year. The ceding 
syndicate pays the  assum ing syndicate an am ount based on the  unearned 
prem ium s and ou ts tand ing  cla im s in  the  u n d e rw ritin g  account a t the date o f 
the  assum ption and d is tribu te s  the  rem a in in g  balance to its  p a rtic ipan ts .
Current Practices
6.65 Three m ethods are c u rre n tly  used in  the  U n ite d  States to  account fo r 
fo re ign  p rope rty  and lia b il ity  re insurance: the  period ic m ethod, the zero b a l­
ance m ethod, and the open year method.
Periodic Method
6.66 The period ic m ethod o f accounting fo r re insurance provides fo r cu r­
re n t recogn ition  o f p ro fits  and losses. I t  is  used when u ltim a te  p rem ium s and 
the  period o f recogn ition  can be reasonably estim ated cu rre n tly . P rem ium s are 
recognized as revenue over the  policy te rm , and claim s, inc lu d ing  an estim ate 
o f claim s incu rre d  b u t no t reported, are recognized as th ey  occur. The periodic 
m ethod is consistent w ith  cu rre n t practice fo r p rim a ry  insurance and domestic 
reinsurance fo r w h ich  su ffic ien t in fo rm a tio n  is  ava ilab le  to  reasonably e s ti­
m ate and recognize earned p rem ium s and re la ted  cla im s. (Refer to FASB 
S tatem ent No. 60.)
6.67 Some fo re ign  ceding companies m a in ta in  the  in fo rm a tio n  necessary 
to  estim ate earned prem ium s, incu rred  claim s, and re la ted  expenses cu rren tly . 
As a resu lt, U.S. re insurers  doing business w ith  these fo re ign  ceding companies 
are able to  account fo r re insurance assumed by app ly ing  the same period ic 
m ethod o f accounting th a t they use to account fo r domestic reinsurance. A lthough
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not a ll fo re ign  ceding companies m a in ta in  and re p o rt cu rre n t in fo rm a tio n  
necessary to  estim ate earned prem ium s, incu rre d  claim s, and re la ted  ex­
penses, some U.S. re insurers  have su ffic ien t experience w ith  the  fo re ign  bus i­
ness assumed to estim ate earned prem ium s. W hen earned p rem ium s can be 
estim ated, su ffic ien t in fo rm a tio n  u su a lly  exists to  estim ate incu rred  claim s 
and re la ted  expenses. A n tic ipa te d  resu lts  based on e ithe r the re in su re r’s 
experience or reported  data  m ake i t  possible to reasonably estim ate u n d e rw rit­
in g  resu lts  and use the  period ic m ethod.
Zero  Balance Method
6.68 M any fo re ign  ceding companies do no t m a in ta in  the  in fo rm a tion  
necessary to  estim ate earned prem ium s. As a resu lt, U.S. re insurers  doing 
business w ith  these fo re ign  companies genera lly  are not able to  app ly the 
period ic m ethod o f accounting. Some o f these companies use the  zero balance 
m ethod, w h ich  is  a m od ified  cash basis o f accounting. Th is m ethod is s im ila r 
to  the cost recovery m ethod described in  FASB S tatem ent No. 60, paragraph 
14. Because o f the  in h e re n t lag  in  re p o rtin g  cla im s, p ro fits  reported  by fo re ign  
ceding companies in  e a rly  years o ften exceed the to ta l p ro fits  th a t w ill u lt i ­
m ate ly  be realized. To avoid re p o rtin g  overstated p ro fits , companies using  th is  
m ethod ad just the records w ith  a rb itra ry  provisions fo r cla im s incu rred  in  
am ounts th a t exactly offset the cash basis p ro fits .
Open Year Method
6.69 U nder the open year m ethod, u n d e rw ritin g  resu lts  o f fo re ign  re in ­
surance are no t included in  the  income sta tem ent u n t il su ffic ien t in fo rm a tio n  
becomes ava ilab le  to  provide reasonable estim ates o f earned prem ium s. The 
open year m ethod is s im ila r to the  deposit m ethod as described in  SOP 98-7. 
Because the m easurem ent period extends over m ore than  one accounting 
period, prem ium s, cla im s, and expenses are no t im m ed ia te ly  inc luded  in  
opera ting  resu lts. Instead, they are accum ulated and reported  in  the  balance 
sheet as an open u n d e rw ritin g  balance. The u n d e rw ritin g  balance is  disaggre­
gated and reported in  the  income sta tem ent as prem ium s, claim s, and ex­
penses on ly when earned p rem ium s become reasonably determ inable . I f  i t  is 
probable th a t a loss has been incu rred  before an u n d e rw ritin g  balance is closed, 
a p rovis ion  fo r a loss genera lly  is recorded. Exam ples o f s itua tions  in  w h ich  a 
p rovis ion  m ay be recorded before an u n d e rw ritin g  balance is closed include 
ca tastroph ic losses, h igher-than-expected c la im  frequency, s ign ifican t unan­
tic ipa ted  adverse events, o r a negative open year account. The accounting 
trea tm en t is s im ila r to  th a t fo r p rem ium  deficiencies described in  FASB 
S tatem ent No. 60, paragraph 32.
Comparison With Practices in Other Industries
6.70 D e fe rra l o f revenue occurs in  ind ustrie s  th a t se ll goods subject to 
rig h ts  o f re tu rn . I f  a r ig h t o f re tu rn  exists, cu rren t recogn ition  o f a sale is no t 
p e rm itted  unless the am ount o f fu tu re  re tu rns  is reasonably estim able. I f  th a t 
am ount is no t reasonably estim able, recognition o f income is postponed u n til 
the  re tu rn  p riv ilege  has su b s ta n tia lly  expired. Incom e recogn ition  is also 
postponed fo r ce rta in  rea l estate sales th rough  the  use o f the  in s ta llm e n t and 
cost recovery m ethods. Those m ethods are analogous to  the open year m ethod.
6.71 M ethods th a t defer recogn ition  o f u n d e rw ritin g  p ro fits  ra ise fin a n ­
c ia l accounting issues concerning (a) w he ther p rem ium s and claim s should be 
reported as income curren tly , even though the  re la ted  u n d e rw ritin g  balance7 is
7 The term u n d e rw r it in g  ba lance refers to the excess of reported premiums over reported claims 
and expenses. This amount is not intended to represent income realized on a contract.
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deferred, and (b ) w he ther the u n d e rw ritin g  balance should be recorded as 
deferred income or as an a dd ition  to c la im  lia b ilitie s . M ost companies th a t 
fo llow  the  zero balance m ethod record p rem ium  and c la im  am ounts cu rre n tly  
and defer recogn ition  o f p ro fits  by add itions to c la im  lia b ilitie s . A lthough  th is  
p resen ta tion  provides tim e ly  in fo rm a tio n  on the  volum e o f business being 
conducted by the  enterprise , the  usefulness o f the  in fo rm a tio n  is lim ite d  
because the  re la ted  p ro fit m arg ins are no t also reported.
6.72 C u rre n t accounting lite ra tu re  supports a lte rna tive  m ethods o f fin a n ­
c ia l p resen ta tion  w hen p ro fit recogn ition  is deferred. F or example, recognition 
as income o f bo th  revenues and re la ted  costs is deferred under the  completed 
contract m ethod u n t il the  contract is  su b s ta n tia lly  completed. However, i f  
e ith e r the  in s ta llm e n t m ethod or cost recovery m ethod is used to defer the 
recogn ition  o f ga in  on the  sale o f rea l estate, the  sale and re la ted  costs are 
o rd in a rily  reported  on the  date o f the transaction . The deferred p ro fit is 
reported  separate ly in  the  income sta tem ent as a deduction from  sales in  the 
year the  transaction  occurs and as a separate item  o f revenue in  fu tu re  years’ 
income statem ents, when the p ro fit is recognized.
6.73 Proponents o f p resen ting  prem ium s, cla im s, and expenses in  the 
income sta tem ent when the  am ounts are reported  to the re insu re r po in t out 
th a t exclud ing  those am ounts from  the  income sta tem ent u n t il an u n d e rw rit­
in g  year is closed does no t re flec t the economic substance o f cu rre n t period 
ac tiv itie s  under the reinsurance contract. In  response to  c ritic ism  th a t presen­
ta tio n  o f the am ounts in  the income sta tem ent m ay cause p ro fit m arg ins to be 
m isstated, they argue th a t disclosure o f p ro fits  deferred and p ro fits  recognized 
provides su ffic ien t in fo rm a tio n  fo r users to  evaluate opera ting  resu lts.
6.74 Proponents o f rep o rting  deferred am ounts in  the  balance sheet u n til 
the  p ro fits  re la tin g  to  the  u n d e rw ritin g  year are recognized p o in t out th a t the  
income sta tem ent should re fle c t p ro fit m arg ins associated w ith  the  p rem ium  
volum e reported  in  the  income sta tem ent, and th a t th is  can best be done by 
recognizing the  re la ted  p rem ium s in  the  periods the p ro fits  are recognized. 
They acknowledge th a t prem ium s, claim s, and expenses associated w ith  a 
contract in  a period m ay be im p o rta n t in fo rm a tio n  to  users, b u t they argue th a t 
the  in fo rm a tio n  could be disclosed in  the  notes to  the fin a n c ia l statem ents or 
in  the  sta tem ent o f cash flow s to avoid m iss ta tin g  the  p ro fit m argins.
6.75 The period ic m ethod should be used to account fo r fo re ign  re in su r­
ance except in  the circum stance described in  paragraph 6.76.
6.76 If, due to  local revenue recogn ition  policies, the fo re ign ceding com­
pany cannot provide the  in fo rm a tion  requ ired  by the assum ing company to 
estim ate both  the u ltim a te  prem ium s and the  appropria te  periods o f recogni­
tio n  in  accordance w ith  accounting p rinc ip les genera lly  accepted in  the  U n ite d  
States o f A m erica, then  the open year m ethod should be used.8 The presence 
o f unce rta in ties  th a t m ay be in h e re n t in  e s tim a ting  earned p rem ium s is no t an 
acceptable basis fo r us ing  the  open year m ethod. As discussed in  paragraph 
6.69, prem ium s, claim s, commissions, and re la ted  d irec t taxes should no t be 
reported c u rre n tly  as income under the  open year m ethod; instead, they  should 
be included in  the open u n d e rw ritin g  balance to  w h ich  they p e rta in . The 
u n d e rw ritin g  balances should be aggregated and inc luded  in  the balance sheet 
as a lia b ility . Each u n d e rw ritin g  balance should be kep t open u n t il su ffic ien t 
in fo rm a tio n  becomes ava ilab le  to  record a reasonable estim ate o f earned 
prem ium s. The u n d e rw ritin g  balance should be disaggregated and reported  in
8 I f  the foreign ceding company maintains supplementary records that are sufficient to reason­
ably estimate earned premiums currently, then the U.S. assuming company should obtain the 
necessary information and use the periodic method to account for the foreign reinsurance.
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the  income sta tem ent as prem ium s, claim s, commissions, and re la ted  d irect 
taxes w hen earned prem ium s are reasonably determ inable .
6.77 I f  i t  becomes probable th a t a loss has been incu rred  before an 
u n d e rw ritin g  balance is closed, a p rovis ion  fo r the  loss should be recorded.
6.78 The period ic and open year m ethods are no t interchangeable  in  the  
same circum stances. The period ic m ethod should be used to  account fo r fo re ign  
reinsurance. O n ly  i f  reasonable estim ates cannot be made cu rre n tly , fo r the  
reason discussed in  paragraph 6.76, should the  open year m ethod be used. The 
period ic and open year m ethods are no t a lte rna tive  accounting p rinc ip les as 
discussed in  APB O p in ion  No. 20 , A c c o u n t in g  C h an ges . R ather, one or the  o ther 
is  to  be used depending on the  circum stances. As such, changes between these 
m ethods are not accounting changes. In  add ition , changes from  the  period ic 
m ethod to  the  open year m ethod w ou ld  be seldom.
6.79 The zero balance m ethod should no t be used because i t  resu lts  in  
m issta tem ent o f the  income sta tem ent by a rb itra r ily  recognizing revenues and 
costs. The m ethod also causes the p ro fit to  be reported  in  periods o ther th an  
those in  w h ich  the re la ted  prem ium s, claim s, and expenses are reported.
Disclosures
6.80 D isclosure in  the  fin a n c ia l statem ents o f an insurance company’s 
accounting policies should include a descrip tion  o f the  m ethods used to  account 
fo r fo re ign  re insurance. In  add ition , fo r fo re ign  reinsurance accounted fo r by 
the open year m ethod, the  fo llow ing  should be disclosed fo r each period fo r 
w h ich  an income sta tem ent is  presented:
•  The am ounts o f prem ium s, claim s, and expenses recognized as income 
on closing u n d e rw ritin g  balances
•  The add itions to  u n d e rw ritin g  balances fo r the year fo r reported 
prem ium s, cla im s, and expenses.
Also, the  am ounts o f prem ium s, cla im s, and expenses in  the u n d e rw ritin g  
account should be disclosed fo r each balance sheet presented.
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Exhibit 6-1
Topic D-54, EIT F A b stra cts, FASB Staff Announcements 
Regarding Accounting by the Purchaser for a Seller's Guarantee 
of the Adequacy of Liabilities for Losses and Loss Adjustment 
Expenses of an Insurance Enterprise Acquired in a Purchase 
Business Combination1
On N o v e m b e r  1 4 , 1 9 9 6 , a FASB representa tive  made the  fo llow ing  an­
nouncem ent a t the  E IT F  m eeting:
T h e  In s u ra n c e  C o m pa n ie s  C o m m itte e  o f th e  A IC P A  ha s  n o tif ie d  th e  F A S B  s ta ff  
th a t  q u e s tio n s  ha ve  been ra is e d  re g a rd in g  w h e th e r F A S B  S ta te m e n t N o . 113, 
A c c o u n t in g  a n d  R e p o r t in g  f o r  R e in s u ra n c e  o f  S h o r t - D u r a t io n  a n d  L o n g - D u r a ­
t io n  C o n t ra c ts ,  o r A P B  O p in io n  N o . 16, B u s in e s s  C o m b in a t io n s ,  s h o u ld  be 
a p p lie d  to  g u a ra n te e s  o f th e  adequacy o f l ia b ilit ie s  e x is tin g  a t th e  a c q u is itio n  
d a te  o f  a bus in e ss  c o m b in a tio n , w h e th e r o r n o t th e y  a re  id e n tif ie d , fo r  losses 
a n d  loss a d ju s tm e n t expenses o f s h o rt-d u ra tio n  in s u ra n c e  o r re in s u ra n c e  
c o n tra c ts  o f in s u ra n c e  e n te rp ris e s  (re se rve  g u a ra n te e s ) w h e n  th e  in s u ra n c e  
e n te rp r is e  is  a c q u ire d  in  a b u s in e ss  c o m b in a tio n  accoun ted  fo r  as a pu rch a se .
I t  a p p ea rs  th a t  c e rta in  p ro v is io n s  o f S ta te m e n t 113 a n d  O p in io n  16 c o n flic t 
w ith  re g a rd  to  a c c o u n tin g  fo r  those  re se rve  g u a ra n te e s .
R eserve  g u a ra n te e s  m a y  be p ro v id e d  b y  a  s e lle r to  in d e m n ify  a p u rc h a s e r fo r  
u n a n tic ip a te d  in c rea se s  in  th e  lia b il it ie s  fo r  losses a n d  loss a d ju s tm e n t ex­
penses o f th e  s u b je c t in s u ra n c e  e n te rp ris e . T h e y  a re  m o s t o fte n  p ro v id e d  w ith  
re g a rd  to  lia b il it ie s  fo r  losses a n d  loss a d ju s tm e n t expenses fo r  coverages w ith  
lo n g  p a y o u t p e rio d s  ( lo n g - ta il coverages) fo r  w h ic h  th e  u lt im a te  l ia b i l i t y  a n d /o r  
th e  t im in g  o f th e  p a y o u t is  d if f ic u lt  to  e s tim a te  ( fo r  e xa m p le , l ia b ilit ie s  fo r  losses 
a n d  loss a d ju s tm e n t expenses re la t in g  to  e n v iro n m e n ta l a n d  asbestos expo­
su res). T he  s e llin g  a n d  p u rc h a s in g  e n te rp ris e s  m a y , o r m a y  n o t, be in s u ra n c e  
e n te rp ris e s , a n d  s im ila r  g u a ra n te e s  a re  p ro v id e d  in  a b u s in e ss  c o m b in a tio n  
a ccoun ted  fo r  as a p u rch a se  th a t  does n o t in v o lv e  a n  in s u ra n c e  e n te rp ris e .
The scope o f th is  announcem ent is lim ite d  to the accounting by a purchaser fo r 
reserve guarantees re la tin g  to  the adequacy o f lia b ilitie s  e x is ting  a t the acqui­
s ition  date o f a business com bination, w he ther or no t they are ide n tifie d , fo r 
sho rt-du ra tion  insurance contracts o f an insurance enterprise  w hen provided 
by a se lle r in  a business com bination accounted fo r as a purchase in  accordance 
w ith  the  provis ions o f AP B O p in ion  No. 16. T h is announcem ent should not be 
applied to  a business com bination  accounted fo r as a poo ling o f in te rests  or to 
o ther transactions th a t are no t w ith in  the  scope o f AP B O p in ion  No. 16, such 
as spin-offs or in it ia l pub lic  offerings.
1 This Exhibit is taken from the FASB EITF Abstracts. FASB Statement No. 141, Business 
C om b inations, as amended, addresses financial accounting and reporting for business combinations 
and supersedes APB Opinion No. 16. FASB Statement No. 141 prohibits the use of the pooling-of- 
interests method. The provisions of FASB Statement No. 141 apply to all business combinations 
initiated after June 30, 2001. FASB Statement No. 141 also applies to all business combinations 
accounted for using the purchase method for which the date of acquisition is July 1, 2001, or later. 
FASB Statement No. 141 does not apply, however, to combinations of two or more mutual enterprises. 
The FASB had a project addressing the combinations of two or more mutual enterprises which is now 
included in a larger project titled Business C om b ina tions : Purchase M ethods Procedures, for which 
the Board expects to issue an exposure draft in the second quarter of 2004. All insurance companies, 
including mutual insurance companies, will fall under the scope of the project.
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The FASB s ta ff believes th a t a purchaser, when accounting fo r reserve gua r­
antees provided by a se lling  enterprise  in  a business com bination  accounted fo r 
as a purchase under the  provisions o f O p in ion  16, should n o t app ly paragraphs 
22-24  o f S ta tem ent 113, w h ich  address re troactive  re insurance arrangem ents. 
Reserve guarantees m ay be, and often are, provided between enterprises th a t 
are no t insurance enterprises. The s ta ff does no t v iew  reserve guarantees as 
being d iffe re n t from  o ther guarantees o f the  existence o f assets or the  adequacy 
o f lia b ilit ie s  o ften provided by the  se lle r in  a business com bination  accounted 
fo r as a purchase. The s ta ff therefore believes th a t guarantees should be 
accounted fo r consistently  regardless o f w he ther o r no t the  se lle r o r purchaser 
is an insurance enterprise.
The FASB s ta ff believes th a t changes in  the lia b ilit ie s  fo r losses and loss 
ad justm ent expenses o f the purchaser re su ltin g  from  the continuous rev iew  
process and the differences between estim ates and paym ents fo r c la im s should 
be recognized in  income by the  purchaser in  the  period  in  w h ich  estim ates are 
changed o r paym ents are made in  accordance w ith  FASB S tatem ent No. 60, 
A c c o u n t in g  a n d  R e p o r tin g  by  In s u ra n c e  E n te rp r is e s ; th is  includes those l ia b il i­
ties acquired in  a business com bination  and subject to  the  reserve guarantee. 
The purchaser should a t the  same tim e  recognize a receivable fo r the am ount 
due from  the  se lle r under the  reserve guarantee, subject to  m anagem ent’s 
assessment o f the  c o lle c tib ility  o f th a t am ount, w ith  a corresponding c red it to 
income. Changes in  the  balance o f the  receivable th a t occur subsequent to  
record ing the  business com bination should be included in  income in  the  period 
th a t the estim ates are changed (or paym ents are received, i f  re su ltin g  from  
differences between estim ates and paym ents) and should no t affect the acqu ir­
in g  en te rp rise ’s accounting fo r the  business com bination.
The Task Force observed th a t th is  announcem ent should be applied e ith e r as 
a change in  accounting p rinc ip le  in  accordance w ith  APB O p in ion  No. 20, 
A c c o u n t in g  C h a n g e s , o r p rospective ly to  new business com binations entered 
in to  a fte r Novem ber 1 4 , 1996.
The SEC Observer noted th a t the  SEC s ta ff believes i t  is  preferable  to  present 
the effects o f the loss guarantee on a gross ra th e r th a n  net basis. The SEC 
O bserver noted th a t any receivable from  the  se lle r should no t be netted  aga inst 
the  re la ted  lia b ility  in  the  balance sheet o r in  supporting  in fo rm a tion  such as 
footnotes o r SEC In d u s try  Guide 6 disclosures. The SEC O bserver also ex­
pressed a preference th a t (1) any expense associated w ith  increased reserves 
be reported  as a com ponent o f o the r c la im  losses and loss ad justm ent expenses, 
and (2) o ther c la im  losses and loss ad justm ent expenses no t be reduced by the 
effect o f the  reserve guarantee.
However, a fte r discussion o f these preferences w ith  the Task Force, the  SEC 
s ta ff ind ica ted  th a t i t  w ou ld  no t object to  c la im  losses and loss ad justm ent 
expenses being reported n e t o f the effect o f the  reserve guarantee in  the income 
sta tem ent. A  ne t p resen ta tion  is appropria te  on ly  i f  the effects o f the reserve 
guarantee are disclosed separate ly in  the notes to  the  fin a n c ia l statem ents, in  
the  SEC In d u s try  Guide 6 disclosures in c lu d in g  the  reconc ilia tion  o f cla im s 
reserves, and in  the  loss ra tio  in fo rm a tion . In  add ition , the  SEC s ta ff believes 
the  effects o f such an a rrangem ent on operations and cash flows should be 
c lea rly  disclosed in  m anagem ent’s discussion and analysis.
A t the N o v e m b e r  2 0 ,  1 9 9 7  m eeting, FASB representatives announced th a t the  
FASB s ta ff has received questions about w he ther E I T F  A b s tra c ts , Topic No. 
D-54, A c c o u n t in g  b y  th e  P u rc h a s e r  f o r  a  S e lle r ’s G u a ra n te e  o f  th e  A d e q u a c y  o f  
L ia b i l i t ie s  f o r  Losses a n d  Lo ss  A d ju s tm e n t  E xpenses o f  a n  In s u ra n c e  E n te rp r is e
AAG-PLI 6.81
176 Property and L ia b ility  Insurance Companies
A c q u ire d  in  a  P u rc h a s e  B u s in e s s  C o m b in a t io n , applies to the  purchaser’s 
accounting fo r an arrangem ent in  w h ich  the  s e lle r  obta ins re insurance from  a 
t h ir d - p a r ty  re in su re r who agrees to  d ire c tly  ind em n ify  the p u rc h a s e r  fo r in ­
creases in  the  lia b ilit ie s  fo r losses and loss ad justm ent expenses th a t existed 
a t the  acqu is ition  date o f a purchase business com bination. The s ta ff believes 
th a t the a p p lic a b ility  o f Topic D-54 to  th a t and o ther arrangem ents th a t have 
circum stances th a t are s im ila r to, b u t no t the same as, the  circum stances 
addressed in  Topic D-54 should be determ ined based upon the  specific facts and 
circum stances.9 In  o rder fo r the  purchaser to  app ly the provisions o f Topic D-54:
1. The se lle r m ust agree to p a rtic ip a te  in  increases in  the  lia b ilit ie s  fo r 
losses and loss ad justm ent expenses th a t existed a t the  acqu is ition  
date o f the  purchase business com bination. The se lle r m ay agree to  
ind e m n ify  the  purchaser w ith o u t rem a in in g  d ire c tly  obligated fo r 
increases in  the  lia b ilit ie s  (fo r exam ple, by fu n d in g  its  ob liga tion  
th ro ug h  a re insurance arrangem ent).
2. The guarantee arrangem ent between the  purchaser and the  se ller 
m ust be contemporaneous w ith , and contingent on, the purchase 
business com bination. The specific facts and circum stances should 
be considered in  d e te rm in ing  w he the r the  guarantee arrangem ent is 
contemporaneous w ith  the  purchase business com bination. The s ta ff 
observes th a t to  be contemporaneous, the  guarantee a rrangem ent 
should com m it to  a l l  s ign ifican t te rm s s im ultaneous w ith  the  con­
sum m ation  date o f the  purchase business com bination. The absence 
o f agreem ent on the s ign ifican t te rm s, or the  in te n tio n  to  estab lish  
or amend those te rm s a t a la te r date, w ou ld  re su lt in  the  app lica tion  
o f the  provisions o f FASB S tatem ent No. 113, A c c o u n t in g  a n d  R e ­
p o r t in g  f o r  R e in s u ra n c e  o f  S h o r t -D u ra t io n  a n d  L o n g -D u ra t io n  C o n ­
tra c ts , to  th a t guarantee arrangem ent. The fact th a t the purchaser 
is  a t r is k  fo r the  subject increases in  the  lia b ilit ie s  fo r losses and loss 
ad justm ent expenses fo r any period a fte r the  effective date o f the 
purchase business com bination w ou ld  ind ica te  th a t the  guarantee 
a rrangem ent was no t contemporaneous w ith  th a t com bination.
Illustrations
F o llow ing  are explanations o f how the above factors w ou ld  be app lied  to 
illu s tra tiv e  guarantee arrangem ents between the se lle r and the  purchaser, or 
between the seller, the  purchaser, and one o r more th ird  parties:
1. Topic D-54 applies to  a guarantee arrangem ent th a t is  entered in to  
contemporaneously w ith  a purchase business com bination in  w hich the 
seller obtains a th ird -p a rty  indem nifica tion  (for example, a reinsurance 
arrangem ent) to reim burse the purchaser d irectly  fo r unexpected in ­
creases in  the lia b ilitie s  fo r losses and loss adjustm ent expenses. How­
ever, the purchaser should apply the provisions o f S tatem ent 113 to an 
arrangem ent entered in to  d irectly  by the purchaser w ith  a th ird -p a rty  
re insurer because such an arrangem ent cannot be viewed as being 
contingent on the purchase business com bination and because the seller 
has not partic ipa ted  in  the arrangement.
2. The purchaser should app ly S tatem ent 113 to  a guarantee arrange­
m en t th a t the  se lle r and the  purchaser e n te r in to  a fte r the purchase
9 This announcement is combined with Topic D-54 in E IT F  A bstrac ts .
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business com bination  (regardless o f w he ther the  guarantee arrange­
m en t is in  the  fo rm  o f a reinsurance arrangem ent) because th a t 
guarantee a rrangem ent w ou ld  no t be contemporaneous w ith  the  
purchase business com bination.
Observation Related to Seller's Accounting
The s ta ff also observes th a t the  s e l lin g  enterprise  should app ly the  provisions 
o f S ta tem ent 113 (assum ing th a t the se lle r is an insurance ente rp rise  to  w hich  
the  provisions o f S ta tem ent 113 apply) to  a re insurance a rrangem ent th a t i t  
enters in to  before o r a fte r a purchase business com bination, even i f  the  p u r ­
c h a s e r  is id e n tifie d  as the  d irec t benefic ia ry o f th a t re insurance arrangem ent.
Business Combinations
S tatem ent 141, w h ich  supersedes O p in ion  16, was issued in  June 2001. S ta te ­
m en t 141 p ro h ib its  the  use o f the  poo ling-o f-in te rest m ethod fo r a ll business 
com binations in itia te d  a fte r June 30, 2001.
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Chapter 7 
Taxes
Federal Income Taxation
7.01 In  general, a p rope rty  and lia b il ity  insurance company is subject to  
the same federa l income ta x  law s th a t app ly to  o ther com m ercial enterprises. 
There are, however, add itiona l sections o f the In te rn a l Revenue Code (IRC) and 
re la ted  T reasury  regu la tions th a t app ly specifica lly to  p rope rty  and lia b ility  
insure rs. Sections 831 and 832 o f the  IRC app ly to  a ll p rope rty  and lia b ility  
insurance companies. T h is  chapter is in tended  to  fa m ilia rize  the  a u d ito r w ith  
s ign ifican t and un ique features o f p rope rty  and lia b il ity  insurance ta xa tio n  
in c lu d in g  the  p rov is ions o f the  T ax R eform  A c t o f 1986 (T R A  ’86), the  
O m nibus B udget Reform  A c t o f 1990 (O BRA ’90) and the  Pension F und ing  
E q u ity  A c t o f 2004.
7.02 In  add ition , the  fo llo w in g  regu la tions m ay im pact regu la tions th a t 
have a lready been issued. These sum m aries are no t necessarily inc lus ive  o f 
p o te n tia l effects on an insurance enterprise .
•  T h e  O m n ib u s  B u d g e t R e c o n c ilia t io n  A c t  o f  19 9 3  enacted IR C  section 
197, and requ ires th a t acquired in tan g ib le  assets such as insurance in  
force, goodw ill and going concern va lue, be am ortized by the  s tra ig h t- 
lin e  m ethod over 15 years. A d d itio n a lly , specific ru les app ly to  assum p­
tio n  re insurance  transactions and ta x  deferred acqu is ition  costs. 
M oreover, corporate ta x  rates increased from  34% to  35%.
•  T he  S m a l l B u s in e s s  J o b  P ro te c tio n  A c t  o f  1 9 9 6  provides m a rke t value 
accounting fo r m od ified  guaranteed contracts.
•  T h e  H e a lth  In s u ra n c e  P o r ta b i l i t y  a n d  A c c o u n ta b ili ty  A c t  o f  1 9 9 6  
changed the  ne t opera ting  loss carryback and ca rry fo rw ard  provisions.
•  T h e  T a x p a y e r R e lie f  A c t  o f  1 9 9 7  reduced the  carryback from  3 to  2 years 
and increased the  ca rry fo rw ard  from  15 to  20 years, as w e ll as chang­
in g  the  general business c red it ca rry  periods to  1 year back and 15 
years fo rw ard .
•  T h e  IR S  R e s tru c tu r in g  A c t  o f  1 9 9 8  conta ins general corporate im pacts 
th a t m ay a ffect p rope rty  and lia b il ity  companies.
•  T h e  J o b  C re a tio n  a n d  W o rk e r A s s is ta n c e  A c t  o f  2 0 0 2  includes p ro v i­
sions fo r accelerated depreciation. I t  also extends the  n e t opera ting  
loss carryback period fo r non -life  insurance companies to  5 years fo r 
2001 and 2002 losses.
•  R e ven ue  P ro c e d u re  2 0 0 2 -4 6  provides guidance on the  deduction o f 
p rem ium -re la ted  expenses and provides a safe harbo r fo r the  deduc­
tio n  o f p rem ium -re la ted  expenses by p rope rty  and lia b il ity  insure rs. 
The expenses m ust be va riab le  in  am ount and m ust be d ire c tly  re la ted  
to  th e  p rem ium  w ritte n .
Provisions of TRA '86 on Property and Liability 
Insurance Companies
7.03 Loss -rese rve  d is c o u n t in g .  U npa id  losses, in c lu d in g  loss ad justm ent 
expenses, o f a property and lia b ility  insurance company are subject to d iscounting
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fo r ta x  purposes. As a resu lt, the deduction fo r unpa id  losses is lim ite d  to  the 
increase in  the am ount o f d iscounted unpa id  losses. The am ount o f discounted 
unpa id  losses is com puted a nn ua lly  w ith  respect to unpa id  losses in  each lin e  
o f business (as conta ined in  Schedule P o f the  annua l sta tem ent) fo r each 
accident year. The d iscount periods are genera lly  th ree  years fo r p rope rty  lines 
and ten years fo r l ia b ility  lines o f business.
7.04 The provisions re la tin g  to the tre a tm e n t o f loss-reserve d iscounting  
are genera lly  effective fo r taxable  years beg inn ing  a fte r December 31, 1986. 
F or unpa id  losses on business ou ts tand ing  before January  1 ,  1987, the  compu­
ta tio n  o f a company’s change in  unpa id  losses fo r the  f ir s t  year is  determ ined 
as i f  the  d iscounting  provisions were applicable d u rin g  the  previous year. The 
income re su ltin g  from  th is  decrease in  reserves was no t inc luded  in  taxable  
income and was re fe rred  to as a “fresh  s ta rt.”
7.05 A n  exam ple o f the  fresh -s ta rt p rov is ion  fo llow s. Assume th a t a t 
December 3 1 , 1986, the  company’s undiscounted loss reserves were $1000, and 
a t December 31, 1987, they were $2000. U nder pre-1987 law , the  company 
w ould  be e n title d  to  a deduction o f $1000 in  1987, representing  the  increase in  
undiscounted loss reserves d u rin g  the year. Assume also th a t on a discounted 
basis, the loss reserves w ou ld  be $900 and $1800 a t December 31, 1986, and 
December 31, 1987, respective ly. W ith o u t the  fresh -s ta rt provis ion, the  com­
pany w ou ld  be e n title d  to  a deduction o f on ly $800 (discounted loss reserves o f 
$1800, less undiscounted loss reserves o f $1000) in  1987. However, the  p ro v i­
sion a llows companies to  measure th e ir  increase o r decrease in  reserves fo r 
1987 by u t iliz in g  the  d iscounted am ount a t December 31, 1986. In  th is  exam ­
ple, therefore, the increase in  reserves fo r 1987 is $900 ($1800 less $900), o r 
$100 greate r th a n  i t  w ou ld  have been i f  the  company had been requ ired  to 
u tiliz e  its  und iscounted reserve am ount a t December 31, 1986. The release o f 
the  d iscount a t December 31, 1986, is n e v e r included in  taxable  income.
7.06 D iscounting  m ethodology is  specified in  the  IR C . The am ount o f the 
discounted unpa id  losses is the  present value o f such losses determ ined by 
us ing  (a) the  undiscounted loss reserves, (b ) an applicable ra te  o f in te res t, and 
(c) the p a tte rn  o f the paym ent o f claim s.
7.07 G enera lly, the  am ount o f the  undiscounted unpa id  losses subject to 
d iscounting  is th a t shown in  the  annua l s ta tem ent. However, in  some cases, 
reserves (such as w orkers ’ com pensation) are a lready discounted fo r annua l 
s ta tem ent purposes. TR A  ’86 requ ires th a t these reserves be grossed up and 
th a t an undiscounted loss reserve be calculated. The undiscounted am ount o f 
the  loss reserve is  used as the  am ount o f unpa id  losses to w h ich  the  d iscounting  
ru les are applied. Insurance companies are pe rm itted  to  gross up  these d is­
counted loss reserves fo r ta x  purposes on ly  i f  the d iscoun ting  fo r annua l 
sta tem ent purposes is id e n tifie d  as such and the  d iscoun ting  factors th a t were 
used are expla ined in  the annua l s ta tem ent. In  add ition , ta x  reserves cannot 
exceed annua l s ta tem ent reserves due to d iffe rin g  d iscount rates.
7.08 The in te re s t ra te  to  use in  ca lcu la ting  the  discounted reserve is an 
annua l ra te  determ ined by the Secretary o f the  T reasury. The annua l ra te  fo r 
any calendar year is a ra te  equal to  100 percent o f the  average o f the  applicable 
federa l m id te rm  rates (AFR) effective a t the beg inn ing  o f each o f the  calendar 
m onths in  the  tes t period. The tes t period is the  m ost recent five -year period 
ending before the beg inn ing  o f the  year fo r w h ich  the  d e te rm ina tion  is  made. 
A n y  m on th  beg inn ing  before A ugust 1, 1986, is excluded from  the  tes t period. 
For accident years beg inn ing  before or in  1987, the in te re s t ra te  is 100 percent 
o f the  average A FR  effective a t the  beg inn ing  o f the la s t five  ca lendar m onths
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o f 1986. Once an in te re s t ra te  assum ption is established fo r unpa id  losses in  a 
p a rtic u la r accident year, i t  continues to  be used w ith o u t change as cla im s fo r 
the  accident year are paid.
7.09 The applicable loss-paym ent p a tte rn  is determ ined by the Secretary 
o f the  T reasury fo r each lin e  o f business by reference to the h is to rica l loss- 
paym ent pa tte rn . G enera lly, the paym ent pa tte rns are determ ined every five  
years based on pub lished h is to rica l aggregate-loss-paym ent da ta  or, a t the 
company’s election, each year based on its  own h is to rica l loss-paym ent experi­
ence. F or a ll years th rough  1991, the  loss-paym ent pa tte rns  are based on 1985 
data. Once a paym ent p a tte rn  has been applied to  a p a rtic u la r accident year, 
i t  cannot be redeterm ined to  ad just fo r m ore recent in fo rm a tion . A ll losses are 
considered as being paid  in  the  m idd le  o f the  year. In  place o f the loss-paym ent- 
p a tte rn  provisions described above, an insurance company can m ake an irre vo ­
cable e lection to  u tiliz e  its  own h is to rica l loss-paym ent p a tte rn  (fo r example, 
the  m ost recent experience as reported  in  its  annua l sta tem ent) in  app ly ing  the 
general loss d iscounting  ru les fo r a taxab le  year. The e lection m ust be made fo r 
a ll lines o f business fo r any de te rm ina tion  year and applies fo r th a t de te rm i­
n a tion  year and the  fo u r succeeding calendar years. The de te rm ina tion  year is 
defined as being ca lendar year 1987 and each f i f th  succeeding ca lendar year 
the rea fte r (such as 1 98 7 , 1 99 2 , 1997, and so fo rth ). No e lection is p e rm itted  fo r 
any in te rn a tio n a l o r re insurance line  o f business.
7.10 U n e a rn e d  p re m iu m  rese rve . U nder p rio r law , the  e n tire  annua l 
change in  a p rope rty  and lia b il ity  insurance company’s unearned p rem ium  
reserve was taken  in to  account in  com puting  its  taxable  income. In  add ition , 
p rope rty  and lia b il ity  insure rs  are e n title d  to  deduct the expenses o f issu ing  
and se lling  new  policies, such as po licy acqu is ition  expenses. Congress believed 
th a t a llow ing  both  a de fe rra l o f unearned prem ium s and a cu rre n t deduction 
fo r the  corresponding po licy acqu is ition  costs resu lted  in  a s ign ifican t m is­
m atch ing  o f income and expense.
7.11 To provide fo r de fe rra l o f po licy acqu is ition  costs, TR A  ’86 perm its  
on ly  80 percent o f the  annua l change in  the unearned p rem ium  reserve to  be 
used in  de te rm in ing  taxab le  income fo r taxable  years beg inn ing  a fte r Decem­
ber 31, 1986, fo r m ost lines o f business. F o r ce rta in  fin an c ia l guarantee 
businesses, the lim ita tio n  is 90 percent. Congress deemed th a t the  20 percent 
no t taken  in to  account approxim ates po licy acqu is ition  costs. For exam ple, in  
1987, i f  an insurance company’s unearned p rem ium  reserve increases from  
$50,000 to  $60,000, the ne t deduction fo r unearned prem ium s w ill  be $8,000 
($60,000 less $50,000 tim es 80 percent). S im ila rly , i f  the unearned p rem ium  
reserve decreases in  1988 from  $60,000 to  $40,000, the insurance company w ill 
be requ ired  to  include $16,000 (ra th e r th a n  $20,000, as under p rio r law ) in  
de te rm in ing  taxable  income.
7.12 D iv id e n d s  a n d  ta x -e x e m p t in te re s t. TR A  ’86 requires a p rope rty  and 
lia b il ity  insurance company to  p ro ra te  a specified p o rtion  o f its  investm en t 
incom e by reduc in g  th e  deduction  fo r losses in cu rre d  by 15 percen t o f its  
ta x -exem p t in te re s t incom e and th e  deductib le  p o rtio n  o f d iv idends re ­
ceived. D iv idends received from  a ffilia te s  th a t are e lig ib le  fo r the  100-percent 
d ividends-received deduction are also subject to  p ro ra tion  i f  such d ividends are 
funded by tax-exem pt in te re s t income or by d ividends no t e lig ib le  fo r the 
100-percent d ividends-received deduction. The p ro ra tion  ru le  applies to  ta x ­
able years b eg in n in g  a fte r Decem ber 31, 1986, b u t o n ly  to  tax-exem p t 
in te re s t and d iv idends received o r accrued on bonds o r stocks acqu ired  a fte r 
A u g u s t 7, 1986.
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7.13 S m a ll p ro p e r ty  a n d  l i a b i l i t y  in s u ra n c e  co m p a n ie s . U nder p rio r law , 
m u tu a l p rope rty  and lia b il ity  insurance companies w ith  ce rta in  gross receipts 
o f no more th a n  $150,000 were exem pt from  tax. TR A  ’86 provides th a t stock 
companies as w e ll as m u tu a l p rope rty  and lia b ility  insurance companies are 
e lig ib le  fo r ta x  exem ption. A  company is exem pt from  ta x  i f  i t  has both  ne t 
w r itte n  prem ium s and d irec t w r itte n  prem ium s o f no m ore th a n  $350,000 fo r 
the  taxable  year. In  recent years, the  IR S has been sc ru tin iz in g  these compa­
nies in  response to  ce rta in  abuses o f the  provision.
7.14 In  a dd ition , TR A ’86 enacted a p rovis ion  th a t a llow s bo th  m u tu a l and 
stock p rope rty  and lia b il ity  companies to  elect to be taxed on ly on investm en t 
income. T h is  e lection is ava ilab le  i f  e ith e r ne t w r itte n  p rem ium s or d irec t 
w r itte n  prem ium s exceed $350,000 b u t ne ith e r am ount exceeds $1,200,000. 
The am ount o f the n e t or d irec t w r itte n  prem ium s is determ ined on a contro lled 
group basis w ith  a 50-percent ra th e r th a n  an 80-percent ow nership test.
7.15 P ro te c tio n  a g a in s t  loss  a c c o u n t. U nder p rio r law , m u tu a l p rope rty  
and lia b il ity  insurance companies were pe rm itted  a pro tection  aga inst loss 
(PAL) account deduction. The P A L  account, w h ich  was o rig in a lly  enacted to 
provide fo r the  cyclica l na tu re  o f the in d u s try , is  a m em orandum  account th a t 
a llowed a m u tu a l p rope rty  and lia b il ity  in su re r to defer a p o rtion  o f its  
u n d e rw ritin g  income.
7.16 In  an a tte m p t to  reduce the differences between m u tu a l and stock 
companies, TR A  ’86 repeals the  deduction fo r add itions to  the  P A L  account 
effective fo r taxab le  years beg inn ing  a fte r December 3 1 ,  1986. A m ounts in  the 
P A L account a t the  close o f the  la s t taxable  year beg inn ing  before January  1, 
1987, are included in  income in  the same m anner as under p rio r law .
7.17 A lte rn a t iv e  m in im u m  ta x . F o r taxable  years beg inn ing  a fte r De­
cember 31, 1986, TR A  ’86 repealed the  corporate add-on m in im u m  ta x  and 
replaced i t  w ith  an a lte rn a tive  m in im u m  ta x  (AM T). In  add ition , TR A  ’86 
requires a p rope rty  and lia b il ity  insurance company to  take  in to  account its  
A M T  lia b il ity  and reg u la r ta x  l ia b il ity  in  m ak ing  estim ated ta x  paym ents. As 
o f 1990, adjusted cu rre n t earnings (ACE) is used fo r ca lcu la ting  the a lte rna tive  
m in im u m  tax.
7.18 A d ju s te d  c u r re n t e a rn in g s . The adjusted cu rre n t earnings (ACE) 
ad justm ent is  equal to  taxable  income p lus a num ber o f ad justm ents and 
preferences, the  m ost s ign ifican t o f w h ich  fo r p rope rty  and casua lty companies 
w ill be the  inc lus ion  o f the  untaxed p o rtion  o f tax-exem pt in te re s t and the 
dividends-received deduction (DRD) applicable to po rtfo lio  stocks (70 percent 
DRD). The DRDs re la tin g  to  companies in  w h ich  the  taxpayer owns a t least 20 
percent b u t less th an  80 percent (80 percent DRD) and fo r w h ich  the  taxpayer 
owns 80 percent o r m ore (100 percent DRD) are no t included in  AC E. A M T I 
w ill be increased by 75 percent o f the  am ount by w h ich  ACE, ra th e r th a n  book 
income, exceeds A M T I before th is  ad justm ent. For m any p rope rty  and lia b il ity  
companies, AC E can be approxim ated by s im p ly  add ing 75 percent o f tax- 
exem pt in te re s t and 75 percent o f the  70 percent o f the  DRD to  reg u la r taxable 
income.
Provisions of the Pension Funding Equity Act of 2004 on 
Property and Liability Insurance Companies
7.19 In  general, th is  A c t conta ins s ign ifican t changes to  Section 501(c)(15) 
tax-exem pt insurance companies and m odifies the  d e fin itio n  o f a p rope rty  
casua lty insurance company. (A d d itio n a lly , in  general, i t  repeals the section 
809 d if fe re n tia l ea rn ings  a d ju s tm e n t fo r  m u tu a l life  insu rance  com panies.)
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Separate portions o f th is  A c t have m u ltip le  effective dates, s ta rtin g  w ith  ta x  
years beg inn ing  a fte r December 31, 2003.
7.20 D e fin in g  a  P ro p e r ty  C a s u a lty  ( L ia b i l i t y )  In s u ra n c e  C o m p a n y . Sec­
tio n  816(a) o f the  In te rn a l Revenue Code (L ife  Insurance) defines an “ insurance 
company” as any company “ fo r w h ich  m ore th a n  h a lf o f the business d u rin g  the  
ta x  year is the issu ing  o f insurance o r a n n u ity  contracts or the  re in su rin g  o f 
risks  u n d e rw ritte n  by insurance companies.” The d e fin itio n  is based on the 
company’s “p rim a ry  and p redom inan t business a c tiv ity ,” th a t is, o the r pu rsu its  
such as investm en t a c tiv itie s  cannot outw eigh insurance ac tiv itie s . P rio r to  
th is  A ct, th is  d e fin itio n  specifica lly  app lied to  life  insurance companies. T h is 
A c t creates a un ifo rm  d e fin itio n  o f an insurance company by am ending section 
831 o f the  code to  include the  d e fin itio n  stated in  section 816(a). T h is  specified 
d e fin itio n  o f a p rope rty  casua lty insurance company m ay a ffect p roperty  
casua lty insurance companies th a t have su bs tan tia l am ounts o f investm ent 
income re la tive  to  th e ir  insurance income.
7.21 T a x -E x e m p t S ta tu s  o f  a  P ro p e r ty  C a s u a lty  In s u ra n c e  C o m p a n y . 
(Section 501(c)(15)). Am ong o ther m atte rs , th is  A c t changes the requirem ents 
fo r p rem ium  and non-prem ium  (i.e. investm en t income) levels, specifies re ­
qu irem ents fo r m u tu a l p rope rty  and casualty companies and e lim ina tes the 
p rem ium  flo o r fo r the 831(b) e lection— the choice to  be taxed on on ly inve s t­
m ent income. A d d itio n a lly , the  d e fin itio n  o f a contro l group as defined by 
section 1563(a) has been expanded to requ ire  the  receipts o f fo re ign and 
ta x -e xem p t co rpora tions. In  genera l, except as p rov ided  in  th is  A c t, the  
e ffective  date fo r changes are fo r ta x  years beg inn ing  a fte r December 31, 2003, 
w ith  some tra n s itio n  p rov is ions w ith  respect to  ce rta in  companies. The 
changes to  tax-exem pt sta tus under section 501(c) m ay cause companies th a t 
were tax-exem pt in  2003 to become taxable  in  2004. These companies should 
evaluate the  im p lica tions  o f a tra n s itio n  from  tax-exem pt to  taxable  status. 
C onsideration should be g iven to  the  effect o f any change on accounting 
m ethods, accounting periods, carryover o f ta x  a ttrib u te s , f il in g  requirem ents 
and personal ho ld ing  company taxes. C onsideration should also be g iven to  any 
fin an c ia l sta tem ent im p lica tions, inc lu d ing  2003 filin g s  w ith  sta te  insurance 
commissioners.
Statutory Accounting Practices and Taxable Income
7.22 A  p rope rty  and lia b il ity  insurance company’s taxable  income is 
based in  large  p a rt on its  s ta tu to ry  fin a n c ia l statem ents. The u n d e rw ritin g  and 
investm en t e xh ib it o f the  annua l sta tem ent approved by N A IC  is accepted by 
the IRS as the ne t income o f the company; and inso fa r as i t  is  no t inconsisten t 
w ith  the  provisions o f the  IR C , the  e xh ib it is  recognized and used as a basis fo r 
de te rm in ing  the gross am ount earned from  investm ent and u nd erw riting  income 
fo r ta x  purposes.
7.23 SSAP No. 10, In c o m e  T a xe s ,1 paragraphs 5 and 7 note th a t under 
SAP “A  rep o rting  e n tity ’s balance sheet should include deferred income ta x  
assets (DTAs) and lia b ilit ie s  (D TLs), the  expected fu tu re  ta x  consequences o f 
tem porary  differences generated by s ta tu to ry  accounting, as defined in  para ­
graph 11 o f FAS 109. . . Changes in  DTAs and D TLs, inc lu d ing  changes 
a ttr ib u ta b le  to  changes in  ta x  ra tes and changes in  ta x  sta tus, i f  any, sha ll be 
recognized as a separate component o f gains and losses in  unassigned funds 
(surp lus).”
1 Readers should refer to A  G uide to Im p le m e n ta tio n  o f  S SA P  No. 10 on A ccoun ting  fo r  Incom e  
Taxes: Q uestions a n d  A nsw ers, which provides further guidance on the application of SSAP No. 10, 
including clarification on the admissibility calculation.
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7.24 There are th ree  o the r unique and p rom inen t s im ila r itie s  between 
s ta tu to ry  and taxab le  income. F irs t, commissions, p rem ium  taxes, and o ther 
costs o f acqu iring  new business are fu lly  deductib le fo r ta x  purposes in  the year 
th a t they are incu rred , a lthough  the  re la ted  income is included in  subsequent 
ta x  periods. Second, d irec t charges or cred its  to  s ta tu to ry  su rp lus are no t 
included in  d e te rm in ing  taxab le  income. They include p rem ium s past due from  
agents— unless they are bona fide  bad debts c u rre n tly  chargeable to  s ta tu to ry  
expense— and the  p rovis ion  fo r unauthorized  reinsurance. T h ird , p rem ium s 
are included in  taxable  income on ly as th ey  are earned, regardless o f w hen they 
are received.
7.25 A lthough  m ost o f the  accounting practices fo r de te rm in ing  taxable  
income as prescribed by the  IR C  fo llow  s ta tu to ry  accounting practices, there 
are item s th a t are always excluded from  o r are deductib le in  com puting  taxable 
income, such as tax-exem pt in te re s t received on ce rta in  bonds, and the  d iv i­
dends-received deduction. The IRC and regu la tions o f the  IRS also d iffe r from  
s ta tu to ry  practices in  ce rta in  respects fo r salvage and subrogation, po licy­
ho lder d ividends, and deposit prem ium s.
7.26 P o lic y h o ld e r  d iv id e n d s .  U nder s ta tu to ry  accounting practices, p o li­
cyholder d iv idends are charged to  expense on the  date they are declared; the 
IRC perm its  po licyho lder d ividends to  be deducted on the  date declared, the 
date payable, or the  date paid, as long as the  chosen m ethod is consistently  
followed.
7.27 D e p o s it p re m iu m s .  D eposit prem ium s are p rov is iona l paym ents by 
policyholders th a t are adjusted w hen the  policies expire, based on the  coverage 
provided. They are m ost com m only used fo r w orkers ’ com pensation insurance. 
S ta tu to ry  accounting practices a llow  several m ethods o f recognizing deposit 
prem ium s. F or federa l in c o m e  tax  purposes, the inc ludab le  p o rtion  o f the 
p rem ium  is the  am ount received, less the  am ount o f unabsorbed p rem ium  
deposits th a t the  company w ou ld  be obligated to  re tu rn  to  its  policyholders a t 
the close o f the taxable  year i f  a ll its  policies were te rm ina te d  a t th a t date.
Special Income Tax Provisions
7.28 C a p ita l losses. The IR C  trea ts  the  deductions fo r cap ita l losses o f 
p rope rty  and l ia b ility  insu re rs  d iffe re n tly  from  those o f o the r corporate taxpay­
ers in  ce rta in  unusua l circum stances. P roperty  and lia b il ity  insu re rs  m ay 
cla im  o rd in a ry  deductions fo r cap ita l losses re su ltin g  from  the  sale or exchange 
o f cap ita l assets in  o rder to  ob ta in  funds to m eet abnorm al insurance losses and 
to  provide fo r the  paym ent o f d ividends and s im ila r d is trib u tio n s  to po licyho ld­
ers. Insurance companies use a prescribed ca lcu la tion  to  determ ine w hether 
securities were sold to  m eet abnorm al losses. C ap ita l losses are o rd in a ry  
deductions to  the exten t th a t gross receipts from  assets sold do no t exceed the 
excess o f cash-basis income over cash-basis expense.
GAAP Accounting for Income Taxes
7.29 In  F eb rua ry  1992, the  FASB issued FASB S tatem ent No. 109, A c ­
c o u n t in g  f o r  In c o m e  Taxes. FASB S tatem ent No. 109 supersedes FASB S tate­
m e n t N o. 96, A c c o u n t in g  f o r  In c o m e  T a xe s , and A P B  O p in io n  No. 11, 
A c c o u n t in g  f o r  In c o m e  Taxes.
7.30 FASB S tatem ent No. 109 prescribes an asset and l ia b il ity  m ethod o f 
accounting fo r income taxes. U nder the asset and lia b ility  m ethod the  em pha­
sis in  accounting fo r income taxes is on the  balance sheet ra th e r th a n  on the 
income sta tem ent. The asset and l ia b il ity  m ethod accounts fo r deferred income 
taxes by app ly ing  enacted s ta tu to ry  ta x  ra tes in  effect a t the balance sheet date
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to  the tem pora ry  differences between the  recorded fin an c ia l sta tem ent ba l­
ances and the  re la ted  ta x  bases o f assets and lia b ilitie s . The re su ltin g  deferred 
ta x  lia b ilit ie s  and assets are adjusted to re flec t changes in  ta x  law s and rates 
in  the period o f enactm ent.
Basic Principles of Accounting for Income Taxes
7.31 The fo llow ing  basic p rinc ip les are app lied  in  accounting fo r income 
taxes a t the date o f the  fin a n c ia l statem ents:
•  A  cu rren t ta x  lia b il ity  or asset is recognized fo r the  estim ated taxes 
payable or refundable  on ta x  re tu rn s  fo r the  cu rre n t year.
•  A  deferred ta x  lia b il ity  or asset is  recognized fo r the estim ated fu tu re  
ta x  effects a ttr ib u ta b le  to tem pora ry  differences and carryfo rw ards.
•  The m easurem ent o f cu rre n t and deferred ta x  lia b ilit ie s  and assets is 
based on provisions o f the enacted ta x  law ; the  effects o f fu tu re  changes 
in  ta x  law s or ra tes are no t antic ipa ted.
•  The m easurem ent o f deferred ta x  assets is reduced, i f  necessary, by a 
va lu a tio n  allowance th a t represents the am ount o f any ta x  benefits 
th a t, based on availab le  evidence, are no t expected to  be realized.
Temporary Differences—GAAP and SAP
7.32 FASB S tatem ent No. 109 introduces the  te rm  tem pora ry  difference. 
A  tem pora ry  d ifference arises when the  ta x  bases o f assets and lia b ilit ie s  d iffe r 
from  those reported  in  the  fin a n c ia l statem ents.
7.33 F o r p rope rty  and l ia b il ity  insurance companies, the  more s ign ifican t 
tem pora ry  differences include:
•  D e fe rre d  p o lic y  a c q u is it io n  costs. Because ce rta in  acqu is ition  costs 
are deferred fo r fin a n c ia l sta tem ent purposes b u t expensed when 
incu rre d  fo r ta x  purposes, a tem porary  d ifference exists in  the am ount 
o f the  deferred po licy acqu is ition  cost asset.
•  U n e a rn e d  p re m iu m  rese rve . U nder TR A  ’86, on ly 80 percent o f the 
change in  the  unearned p rem ium  reserve o f a p rope rty  and casualty 
in su re r is considered in  com puting  taxable  income. Thus, a tem porary 
d ifference exists fo r the 20 percent nondeductib le p o rtion  o f the  un ­
earned p rem ium  reserve.
•  Lo ss  a n d  loss  expense rese rves. T R A ’86 requires the  d iscounting  o f a ll 
p rope rty  and casua lty loss reserves and ce rta in  accident and h ea lth  
c la im  reserves. G enera lly, such reserves are no t d iscounted fo r fin a n ­
c ia l s ta tem ent purposes. A  tem porary  d ifference w ill ex is t in  the 
am ount o f the difference between the  fin a n c ia l sta tem ent reserves and 
the  ta x  basis o f reserves.
•  In v e s tm e n ts . N e t unrea lized  gains or losses on investm ents in  equ ity  
securities, as w e ll as any perm anent im p a irm e n t w rite -dow ns o f 
investm ents recognized in  the  fin a n c ia l statem ents, are considered 
tem pora ry  differences. G enera lly, m a rke t d iscount on bonds is no t 
subject to  ta x  u n t il the  bonds m atu re  or are sold. The accrual o f m a rke t 
d iscount fo r fin a n c ia l sta tem ent purposes creates a tem pora ry  d iffe r­
ence fo r w h ich  deferred taxes should be recognized. U nder SAP, 
tem pora ry  differences can include unrea lized  gains and losses and 
nonadm itted  assets, b u t do not include A V R  and IM R  (see SSAP No. 
10, paragraph 10 fo r d iscussion o f com puting  DTAs and DTLs).
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7.34 Item s th a t w il l  never have a ta x  consequence are no t considered 
tem pora ry  differences. Exam ples o f such item s inc lude  tax-exem pt in te re s t 
and the dividends-received deduction.
7.35 Tem porary differences o rd in a rily  become taxable  or deductib le when 
the  re la ted  asset is recovered o r the re la ted  lia b il ity  is settled. A  deferred ta x  
lia b il ity  or asset represents the increase o r decrease in  taxes payable or 
re fundable  in  fu tu re  years as a re su lt o f tem pora ry  differences and ca rry fo r­
w ards a t the  end o f the  cu rre n t year.
7.36 FASB S tatem ent No. 109 requ ires th a t a deferred ta x  l ia b ility  be 
recognized fo r a ll taxab le  tem porary  differences and a deferred ta x  asset be 
recognized fo r a ll deductib le tem porary  differences and opera ting  loss and ta x  
c red it carryfo rw ards. A  v a lu a t io n  a llo w a n c e  should be recognized i f  i t  is more 
lik e ly  th a n  not th a t some p o rtion  or a ll o f the deferred ta x  asset w ill no t be 
recovered.
7.37 Because FASB S tatem ent No. 109 requ ires th a t ca lcu la tions o f 
deferred ta x  assets and lia b ilit ie s  be perform ed separate ly fo r each ta x  ju r is ­
d ic tion , deta iled  records o f tem pora ry  differences m ay be requ ired  fo r each tax  
ju r is d ic tio n  in  w h ich  the e n tity  is subject to  income taxes. As the a lte rna tive  
m in im u m  ta x  in troduced by TR A  ’86 is deemed to  be a separate b u t p a ra lle l 
ta x  system, deta iled  records o f tem pora ry  differences under th is  system  m ay 
also be required.
7.38 U nder SAP, an a d m iss ib ility  tes t m ust be used to determ ine how 
m uch o f the gross deferred ta x  assets should be adm itted . A  va lu a tio n  a llow ­
ance, as determ ined under FASB S tatem ent No. 109, does no t ex is t fo r SAP. 
SSAP No. 10, paragraph 10, notes the  “gross DTAs sha ll be a dm itted  in  an 
am ount equal to the  sum of:
a. Federa l income taxes pa id  in  p rio r years th a t can be recovered 
th rough  loss carrybacks fo r ex is ting  tem porary  differences th a t re ­
verse by the  end o f the subsequent calendar year;
b. The lesser of:
(i) The am ount o f gross DTAs, a fte r the app lica tion  o f paragraph 
10a expected to  be rea lized w ith in  one year o f the  balance sheet 
date; or
( ii)  Ten percent o f s ta tu to ry  cap ita l and surp lus as requ ired  to be 
shown on the s ta tu to ry  balance sheet o f the  rep o rting  e n tity  fo r 
its  m ost recently  file d  sta tem ent w ith  the  d om ic ilia ry  state 
com m issioner adjusted to exclude any ne t DTAs, ED P equip­
m en t and opera ting  system  software and any net positive  good­
w ill;  and
c. The am ount o f gross DTAs, a fte r app lica tion  o f paragraphs 10a and 
10b, th a t can be offset aga inst e x is ting  gross D T Ls.”
Changes in Tax Law
7.39 U nder the  asset and lia b ility  m ethod, deferred taxes represent l i ­
a b ilitie s  to  be pa id  or assets to  be received in  the fu tu re . According ly, deferred 
ta x  assets and lia b ilit ie s  are adjusted to re flec t a change in  ta x  la w  o r rates. 
The effect o f the  change is recognized as a component o f income ta x  expense in  
the  period the  ta x  law  change is  enacted. U nder SAP, as noted in  SSAP No. 10, 
changes in  DTAs and D TLs a ttr ib u ta b le  to  changes in  ta x  rates and ta x  sta tus 
should be recognized as a separate component o f gains and losses in  surp lus.
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Financial Statement Presentation and Disclosure
7.40 Paragraphs 41 and 42 o f FASB S tatem ent No. 109 set fo rth  fin an c ia l 
sta tem ent p resen ta tion  p rinc ip les re la ted  to  deferred ta x  assets and lia b ilitie s .
7.41 Separate balance sheet p resen ta tion  o f cu rre n t refundable  income 
taxes o r income taxes payable and deferred income taxes fo r each ta x  ju r is d ic ­
tio n  (federa l, state, and each fo re ign  ta x  ju r is d ic tio n ) should be made (for 
example, a federa l deferred ta x  asset should no t be netted  aga inst a state 
deferred ta x  lia b ility ) . The fo llow ing  components o f the ne t deferred ta x  lia b il­
i ty  o r asset recognized in  the  p rope rty  and lia b il ity  in su re r’s balance sheet 
should be disclosed:
•  The gross am ount o f a ll deferred ta x  lia b ilitie s .
•  The gross am ount o f a ll deferred ta x  assets; fo r SAP th is  also includes 
nonadm itted  D TAs as per the  a d m iss ib ility  tes t in  SSAP No. 10 and 
ne t change in  to ta l DTAs nonadm itted .
•  The am ount o f any va lu a tio n  allowance reducing  the  am ount o f de­
fe rred  ta x  asset and any change in  the  va lu a tio n  allowance d u rin g  the 
period. U nder SAP, am ounts determ ined to  be unco llectib le  are w r it ­
ten  o ff and are n o t c lassified to  a va lu a tio n  allowance.
7.42 P roperty  and lia b il ity  insurance en titie s  reg istered w ith  the SEC 
should disclose the approxim ate ta x  effect o f each s ign ifican t type o f tem porary  
d ifference and ca rry fo rw ard  (before a lloca tion  o f va lu a tio n  allowances). Non- 
SEC reg is tra n ts  should disclose the types o f s ign ifican t tem porary  differences 
and carryfo rw ards, b u t m ay o m it d isclosure o f the  ta x  effects fo r these item s.
7.43 W henever a deferred ta x  lia b il ity  is  n o t recognized because o f ce rta in  
exceptions under AP B O p in ion  No. 23, A c c o u n t in g  f o r  In c o m e  T a x e s -S p e c ia l 
A re a s  (as amended by FASB S tatem ent No. 109), the fo llo w in g  in fo rm a tion  
should be disclosed:
•  D escrip tion  and cum u la tive  am ount o f s ign ifican t types o f tem porary 
differences fo r w h ich  a deferred ta x  lia b il ity  has no t been recognized, 
and the types o f events th a t w ou ld  cause those tem porary  differences 
to  become taxable.
•  A m oun t o f unrecognized deferred ta x  l ia b il ity  fo r tem porary  d iffe r­
ences re la ted  to  investm ents in  fo re ign  subsid iaries and fo re ign  jo in t 
ventures th a t are essen tia lly  perm anent in  d u ra tion , i f  de te rm ina tion  
o f th a t lia b il ity  is  practicab le, or a s ta tem ent th a t d e te rm ina tion  is not 
practicable.
•  The am ount o f the  deferred ta x  lia b il ity  fo r o ther tem pora ry  d iffe r­
ences th a t is no t recognized in  accordance w ith  the  provisions o f 
paragraphs 31 and 32 o f FASB S tatem ent No. 109.
7.44 Examples o f tem porary differences o f property and lia b ility  insurance 
companies fo r w hich a deferred tax  lia b ility  is not recognized unless i t  becomes 
apparent th a t those tem porary differences w ill reverse in  the foreseeable fu tu re :
•  Excess book basis over the  ta x  basis o f an investm en t in  a fo re ign  
subs id ia ry  o r fo re ign  corporate jo in t ven tu re  th a t is e ssen tia lly  perm a­
nen t in  dura tion .
•  U n d is trib u te d  earnings o f a dom estic subsid ia ry or corporate jo in t 
ven tu re  th a t are perm anent in  d u ra tio n  and arose in  fisca l years 
beg inn ing  on or before December 15, 1992.
7.45 The s ign ifican t components o f income ta x  expense fo r con tinu ing  
operations fo r each period presented should be disclosed and m ay inc lude  the  
fo llow ing :
•  C u rre n t ta x  expense or benefit.
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•  D eferred ta x  expense o r bene fit (exclude o the r components th a t are 
disclosed separately).
•  Investm ent ta x  cred its and governm ent grants.
•  The benefits o f opera ting  loss carryfo rw ards.
•  A d justm ents  o f a deferred ta x  l ia b il ity  or asset re su ltin g  from  enacted 
changes in  ta x  law s and rates or a change in  the ta x  sta tus o f the 
p rope rty  and lia b il ity  insurance company.
•  A d justm ents  to  beg inn ing  balance o f va lu a tio n  allowances re su ltin g  
from  a change in  circum stances th a t causes a change in  the  assessment 
o f the re a liz a b ility  o f the  deferred ta x  asset in  fu tu re  years.
•  Tax expense th a t resu lts  from  a lloca ting  ce rta in  ta x  benefits e ithe r 
d ire c tly  to  (a ) con tribu ted  cap ita l or (b ) goodw ill or o ther noncurren t 
in tan g ib le  assets o f an acquired e n tity .
7.46 The am ount o f income ta x  expense o r bene fit am ount a llocated to (a) 
con tinu ing  operations, (6) d iscontinued operations, (c) e x tra o rd in a ry  item s, (d ) 
o the r comprehensive income, and (e) shareholders’ e qu ity  should be disclosed. 
F or exam ple, the  am ount o f income ta x  expense or bene fit a ttr ib u ta b le  to  
ce rta in  item s whose ta x  effects are charged o r cred ited  d ire c tly  to  o ther 
comprehensive income or re la ted  components o f shareholder’s equ ity , such as 
tra n s la tio n  adjustm ents under FASB S tatem ent No. 52, F o re ig n  C u rre n c y  
T ra n s la t io n ,  o r changes in  the  ca rry ing  am ount o f availab le-for-sale  securities 
under FASB S tatem ent No. 115, should be separate ly a llocated and disclosed.
7.47 SEC reg is tra n ts  are requ ired  to  disclose a reconc ilia tion  us ing  per­
centages or d o lla r am ounts o f the  cu rren t year’s ta x  expense a ttr ib u ta b le  to 
con tinu ing  operations to  the  am ount o f ta x  expense com puted by app ly ing  the  
federa l s ta tu to ry  ta x  ra te  to p re -tax income from  con tin u ing  operations o f the 
cu rre n t year. The estim ated am ount and n a tu re  o f each s ign ifican t reconciling  
ite m  should be disclosed. Non-SEC reg is tra n ts  are requ ired  to  disclose the 
n a tu re  o f s ig n ifica n t reconciling  item s. T h is  is u sua lly  sa tis fied  by a footnote 
describ ing the  na tu re  o f the  reconciling  item s w ith o u t any q u a n tita tive  disclo­
sure. T h is  reconc ilia tion  is also requ ired  fo r SAP, per SSAP No. 10 paragraph 
21, to reconcile the  d ifference between the income taxes incu rred  and the 
changes in  the DTAs and D TLs to  the re s u lt o f app ly ing  the  federa l s ta tu to ry  
ra te  to  p re tax ne t income.
7.48 The am ounts and exp ira tio n  dates o f ne t opera ting  loss and tax  
c red it ca rry fo rw ards should be disclosed. F u rth e r, a p rope rty  and lia b il ity  
insurance company is  requ ired  to  disclose the  am ount o f any va lu a tio n  a llow ­
ance fo r w h ich  subsequently recognized ta x  benefits w il l  be a llocated d ire c tly  
to  (a) reduce goodw ill or o the r non -cu rren t in tan g ib le  assets o f an acquired 
e n tity  o r (b ) con tribu ted  cap ita l.
7.49 A  p rope rty  and lia b il ity  insurance company th a t jo in s  in  the  f il in g  o f 
a consolidated ta x  re tu rn  w ith  its  pa ren t and a ffilia te s  m ust disclose in  its  
separately-issued fin a n c ia l sta tem ents the  m ethod fo r a lloca ting  and se ttlin g  
the consolidated income taxes among the  m em bers o f the  group, w h ich  should 
be in  accordance w ith  the  p rinc ip les  in  FASB S tatem ent No. 109. The aggre­
gate am ount o f cu rre n t and deferred ta x  expense and any tax-re la ted  balances 
due to  o r from  a ffilia te s  also should be disclosed.
7.50 The objectives o f a u d itin g  income taxes are to  ob ta in  reasonable 
assurance th a t—
•  The p rov is ion  fo r income taxes and the  reported income ta x  lia b il ity  
or receivable are p rope rly  m easured, valued, classified, and described 
in  accordance w ith  the  genera lly  accepted accounting p rinc ip les.
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•  D eferred income ta x  lia b ilit ie s  and assets accurate ly re fle c t the fu tu re  
ta x  consequences o f events th a t have been recognized in  the  p rope rty  
and lia b il ity  insurance company’s fin a n c ia l sta tem ents o r ta x  re tu rns  
(tem porary differences and carryfo rw ards).
7.51 The independent accountant should be aware th a t the  ta x  law s 
specific to  p rope rty  and lia b il ity  insurance companies, as w e ll as to  general 
corporate ta xa tio n , can change from  year to  year.
7.52 U nder SAP, a dd itio na l d isclosures are requ ired  i f  an e n tity ’s federa l 
income ta x  re tu rn  is  consolidated w ith  those o f any o ther e n tity , see SSAP No.
10 paragraph  23. Refer to  SSAP No. 10, paragraphs 17 th rough  23 fo r a 
complete l is t  o f s ta tu to ry  disclosure requirem ents.
Internal Control and Possible Tests of Control*
7.53 I t  is  genera lly  more e ffic ien t and effective to  assess contro l r is k  a t 
the  m axim um  fo r income taxes and take  an e n tire ly  substantive  approach. The 
independent accountant should, however, ob ta in  an unders tand ing  o f re levan t 
controls to  p la n  effective substantive  tests.
Substantive Tests
7.54 S ubstan tive  a u d it procedures m ay inc lude  the  fo llow ing :
•  O b ta in  a schedule reconciling  ne t income per books w ith  taxable  
income fo r federa l, state, and fo re ign  income taxes. Agree entries to  
general ledger and supporting  documents as appropria te . Consider the  
reasonableness o f the  cu rre n t ta x  account balances.
•  Exam ine p rio r year income ta x  re tu rns , and ascerta in  the  la tes t year 
fo r w h ich  re tu rn s  have been exam ined. Review recent Revenue A gent 
Reports, i f  any, and consider cu rre n t tre a tm e n t o f item s challenged by 
the  ta x in g  a u th o ritie s  in  p rio r years.
•  U pdate or rev iew  the  schedule o f cum u la tive  tem pora ry  differences, 
rev iew ing  fo r p ro p rie ty , and tes t the  reasonableness o f the  income ta x  
am ounts.
•  Review and determ ine the need fo r and appropriateness o f any va luation  
allowance fo r deferred ta x  assets based upon available evidence. The 
aud ito r should recognize th a t ins titu tio ns  often m ay have a s ign ificant 
deferred ta x  asset resu lting  from  the loan loss reserve. This asset should 
be evaluated based upon the like lihood o f rea lization, ta k ing  in to  account 
the tim in g  o f the bad debt deduction, and the special operating loss 
carryforw ards and carryback ta x  rules, i f  applicable.
•  Consider the  d e d u c tib ility  o f transactions such as p ro fit-sha rin g , bo­
nus, con tribu tions, o r stock option  transactions.
•  Review c lassifica tion  and descrip tion  o f accounts to  id e n tify  possible 
ta x  re p o rtin g  differences, such as reserves fo r an tic ipa ted  losses or 
expenses.
•  Review the  ta x  sta tus and consolidated re tu rn  requ irem ents o f sub­
s id ia ries.
•  Review the  sta tus o f cu rren t year acquis itions o f o the r companies and 
th e ir  p reacqu is ition  ta x  lia b ilit ie s  and exposures.
•  Review the  u tiliz a tio n  o f carryfo rw ards.
* See th e  “P reface”  section o f th is  G u ide  fo r descrip tions  o f new  ru le s  and re g u la tio n s .
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•  Review the  a llocation, apportionm ent, and sourcing o f income and 
expense applicable to  state ta x  ju risd ic tio n s  w ith  s ig n ifica n t income 
taxes.
•  F or separate fin a n c ia l sta tem ents o f a ffilia te s , review  te rm s o f a ll 
ta x -sh a rin g  agreem ents betw een a ffilia te d  e n titie s  to  dete rm ine  
proper disclosure and accounting trea tm en t. The a u d ito r should be 
cognizant o f and consider w he ther the  in s t itu tio n  is in  compliance w ith  
the  regu la to ry  accounting ru les fo r in te rcom pany ta x  a lloca tion  and 
settlem ent.
•  Review schedule o f net operating loss and other tax  cred it carryforwards.
•  Review ta x  p la nn ing  strateg ies and assum ptions u tiliz e d  in  the  calcu­
la tio n  o f deferred income taxes under FASB S tatem ent No. 109.
•  Test the  ro ll-fo rw a rd  o f ta x  balance sheet accounts. Consider vouching 
s ig n ifica n t ta x  paym ents and cred its.
•  Review reconc ilia tion  o f p rio r year ta x  accrual to the actua l file d  ta x  
re tu rn . D eterm ine the p ro p rie ty  o f ad justm ents made in  th is  regard 
and consider the  im pact on cu rre n t year’s ta x  accrual.
•  E va lua te  ta x  contingencies and consider the appropria te  accounting 
tre a tm e n t and disclosure requ irem ents fo r these item s under FASB 
S tatem ent No. 5.
•  A scerta in  w he ther changes in  income ta x  law s and ra tes have been 
p rope rly  reflected  in  the ta x  ca lcu lations and account balances.
•  E va lua te  the  adequacy o f the fin a n c ia l s ta tem ent disclosures.
Net Operating Loss and Tax Credit Carryforwards
7.55 FASB S tatem ent No. 109 genera lly  requ ires th a t the  ta x  bene fit o f a 
loss ca rry fo rw ard  be reported  as a reduction  o f income ta x  expense.
Other Issues
7.56 The fo llow ing  discussion h ig h lig h ts  o the r changes to cu rre n t ac­
coun ting  practice requ ired  by FASB S tatem ent No. 109 and specific im p lem en­
ta tio n  issues con fron ting  the  insurance ind us try .
Unrealized Gains and Losses
7.57 U nrea lized  gains and losses are considered tem pora ry  d ifferences fo r 
w h ich  deferred taxes com puted under the  S tatem ent’s in tra p e rio d  ta x  a lloca­
tio n  provisions are m easured and recorded th rough  a d irec t charge or c red it to 
o the r comprehensive income.
7.58 D eferred ta x  assets should be reduced by a va lu a tio n  allowance if, 
based on the w e igh t o f ava ilab le  evidence, i t  is  m ore lik e ly  th a n  no t (a 
like liho od  o f m ore th a n  50 percent) th a t some p o rtion  or a ll o f the  deferred ta x  
asset w ill no t be rea lized. The va lu a tio n  allowance should be su ffic ien t to 
reduce the deferred ta x  asset to  the  am ount th a t is  m ore lik e ly  th a n  no t to  be 
realized.
7.59 N e t unrea lized  gains and losses should be considered to  be tem po­
ra ry  differences. The period in  w h ich  ne t gains and losses on m arketab le  
securities are rea lized  is dependent upon m anagem ent’s fu tu re  investm en t 
decisions.
Accounting for the “Fresh Start”
7.60 TR A ’86 grants insu re rs  a “fresh  s ta rt”  on the  d ifference between 
ending 1986 und iscoun ted  loss reserves and b eg in n in g  1987 d iscoun ted  loss
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reserves, m eaning th a t such d ifference need not be included in  post-1986 
taxab le  income. T h is  creates a tem pora ry  difference th a t w il l  re su lt in  deduct­
ib le  am ounts in  fu tu re  periods.
7.61 U nder FASB S tatem ent No. 109, the  d ifference between the fin a n ­
c ia l sta tem ent reserve lia b il ity  and the  ta x  basis o f reserves (in c lud ing  fresh 
s ta rt) is a tem pora ry  difference.
The Alternative Minimum Tax
7.62 The a lte rna tive  m in im u m  ta x  m ay be the  m ost s ig n ifica n t and 
complex aspect o f TR A  ’86. The objective o f the  A M T  is to  ensure th a t no 
taxpayer w ith  su bstan tia l “economic income” can avoid paying  ta x  by using  
exclusions, deductions, and credits. The FASB’s E m erg ing  Issues Task Force 
reached a consensus, as described in  E IT F  Issue No. 87-8, T a x  R e fo rm  A c t  o f  
1 9 8 6 : Issue s  R e la t in g  to  th e  A lte rn a t iv e  M in im u m  T a x , on several key issues 
re la tin g  to  the  accounting fo r the  A M T  under AP B O p in ion  No. 11. O f p rim a ry  
significance was the  decision to v iew  the  A M T  as a separate b u t p a ra lle l ta x  
system. The federa l ta x  l ia b il ity  is considered to  be the  g reate r o f the  am ount 
ca lcu lated under the  reg u la r ta x  system  o r the  A M T  system. However, the 
excess o f the  A M T  over the reg u la r ta x  is genera lly  ava ilab le  as an A M T  cred it 
ca rry fo rw ard  to fu tu re  years.
7.63 U nder FASB S tatem ent No. 109, the  A M T  c red it ca rry fo rw ard  is 
reflected as a prepaym ent o f reg u la r ta x  and reported  as a deferred ta x  asset 
subject to  a va lu a tio n  allowance.
APB Opinion No. 23: A c co u n tin g  fo r In co m e  T a xe s—  
S p e c ia l A re a s
7.64 FASB S tatem ent No. 109 requires a dd itio na l fin a n c ia l sta tem ent 
disclosures regard ing  tem pora ry  differences from  u n d is trib u te d  earnings o f 
subsid iaries and corporate jo in t ventures and the  am ounts designated as 
policyho lders’ surp lus o f stock life  insurance companies.
Interim Financial Reporting
7.65 FASB S tatem ent No. 109 amends FASB S tatem ent No. 16, P r io r -  
P e rio d  A d ju s tm e n ts ,  to  e lim ina te  the  requ irem en t to  resta te  p rio r in te r im  
periods fo r the  effects o f new re troactive  ta x  leg is la tion . The effects o f changes 
in  ta x  law s or ra tes are to  be recorded in  the  in te r im  period in  w h ich  the  ta x  
law  change is  enacted.
State Taxation
7.66 V arious sta te  governm ents ta x  p rope rty  and lia b il ity  insu re rs  on 
p rem ium s w ritte n  and on income. T axa tion  m ethods and ta x  ra tes va ry  w ide ly  
among the  states. M any o f the  states app ly d iffe re n t ra tes to  d iffe re n t lines o f 
insurance and d iffe ren tia te  between dom estic insu re rs  and fo re ign  insure rs.
7.67 P re m iu m  taxes . A ll states ta x  prem ium s. These taxes u sua lly  app ly 
bo th  to  the  companies th a t are dom iciled in  the  state, called d o m e s tic  in s u re rs ,  
and to  the  companies th a t conduct business in  the  sta te  b u t are dom iciled 
elsewhere, called fo re ig n  in s u re rs . Some states, however, p a r tia lly  o r to ta lly  
exem pt dom estic insu re rs  from  p rem ium  taxes, and others a llow  dom estic 
insu re rs  special cred its aga inst p rem ium  taxes i f  they inves t specified am ounts 
o f assets in  dom estic corporations. The p rem ium  ta x  base is genera lly  d irec t 
p rem ium s w ritte n  less re tu rne d  prem ium s on the business w ith in  the  ta x in g  
state. The ta x  rates va ry  by state.
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7.68 Some states requ ire  q u a rte rly  p rem ium  ta x  paym ents; however, 
m ost states requ ire  p rem ium  ta x  paym ents in  F eb rua ry  o f the  year fo llow ing  
the  year th a t the  prem ium s were w ritte n . Insure rs  th us  genera lly  have sub­
s ta n tia l p rem ium  ta x  lia b ilit ie s  as o f December 31 o f each year. R a the r th an  
com puting  the  lia b il ity  on a sta te-by-state  basis, m ost companies estim ate 
th e ir  to ta l p rem ium  ta x  payable using  th e ir  h is to rica l ra tio  o f to ta l p rem ium  
ta x  expense to  to ta l p rem ium s w ritte n . T h is  ra tio  is app lied  to cu rre n t p re m i­
ums w ritte n  to  compute the  cu rren t p rem ium  taxes fo r the  fisca l year. The to ta l 
l ia b ility  is  then  adjusted fo r prepa id  p rem ium  taxes to  a rrive  a t the  accrued 
p rem ium  ta x  lia b ility . The company should evaluate the  ra tio  annua lly , be­
cause sh ifts  in  the concentra tion  o f the company’s business from  sta te  to  state 
and changes in  sta te  ta x  law s can s ig n ifica n tly  affect an in su re r’s p rem ium  ta x  
lia b ility .
7.69 S ta te  in co m e  taxes. In  a dd ition  to  p rem ium  taxes o f insurance com­
panies, some states ta x  the  ne t income o f dom estic insure rs  in  one w ay or 
another. Some also ta x  the  ne t income o f fo re ign  insure rs. G enera lly, however, 
va rious m ethods are used to avoid double taxa tion . The methods inc lude  (a) 
a llo w in g  the  in su re r to  elect to  be taxed on e ith e r p rem ium s or ne t income, (b ) 
a llo w in g  a c red it on one o f the  ta x  re tu rn s  fo r taxes pa id  on the o ther, and (c) 
exem pting  dom estic insu re rs  from  the  p rem ium  tax.
7.70 States th a t ta x  the  income in  add itio n  to  or in  place o f the  p rem ium  
ta x  o f p rope rty  and lia b ility  insurance companies genera lly  base the com puta­
tio n  o f taxab le  income on federa l taxable  income, w ith  ce rta in  m od ifica tions. 
A ppo rtionm ent and a lloca tion  o f income by m u ltis ta te  companies are im p or­
ta n t considerations when accru ing fo r such taxes.
7.71 The p rio r-yea r apportionm ent percentage is genera lly  ind ica tive  o f 
the  cu rren t year fo r com puting  the accrual. S ig n ifica n t changes in  the  places 
in  w h ich  the company does business, however, can a ffect apportionm ent and 
should be considered when te s tin g  the  adequacy and reasonableness o f the 
accrual fo r sta te  franchise or income taxes.
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Chapter 8 
Reports on Audited Financial Statements
Reports on Financial Statements* †
8.01 The guidance in  S ta tem ent on A u d itin g  S tandards (SAS) No. 58, as 
amended by SAS No. 79, A m e n d m e n t to  S ta te m e n t o n  A u d i t in g  S ta n d a rd s  N o . 
5 8 , Reports on A u d ite d  F inanc ia l Statem ents, SAS No. 93, O m n ib u s  S ta te m e n t  
o n  A u d it in g  S ta n d a rd s — 2 0 0 0  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 
508),† and by SAS No. 98, O m n ib u s  S ta te m e n t o n  A u d i t in g  S ta n d a rd s —2 0 0 2 , 
applies to  reports  on aud ited  genera lly accepted accounting p rinc ip les (GAAP) 
fin a n c ia l sta tem ents o f insurance en titie s . Such reports  m ay conta in  an un ­
q ua lifie d  opin ion, an u nq ua lified  op in ion  w ith  exp lanatory language, a q u a li­
fied  opin ion, a d isc la im er o f opin ion, o r an adverse opinion. T h is chapter 
contains a b r ie f d iscussion o f each o f these reports , w ith  an emphasis on 
illu s tra tin g  issues th a t an a u d ito r m ay encounter in  a u d itin g  the  fin an c ia l 
sta tem ents o f insurance en tities . Guidance on re p o rtin g  on s ta tu to ry  fin an c ia l 
statem ents is incorporated from  S tatem ent o f P osition  (SOP) 95-5, A u d it o r ’s 
R e p o r t in g  o n  S ta tu to ry  F in a n c ia l S ta te m e n ts  o f  In s u ra n c e  E n te rp r is e s , as 
amended. The guidance incorporated from  SOP 95-5 reflects changes by SOP 
01-5, A m e n d m e n ts  to  S p e c if ic  A IC P A  P ro n o u n c e m e n ts  f o r  C h a n g e s  R e la te d  to  
th e  N A IC  C o d if ic a t io n .
8.02 The illu s tra tiv e  aud ito rs ’ reports in  th is  chap ter are presented to 
assist aud ito rs  in  d ra ftin g  th e ir  reports  under va rious circum stances. Each 
illu s tra tio n  in te n tio n a lly  describes the same general fac t s itu a tio n  to  avoid 
suggesting th a t p a rtic u la r facts alw ays lead to a p a rtic u la r fo rm  o f opinion. The 
reports  are illu s tra tiv e ; the  facts and circum stances o f each p a rtic u la r a u d it 
w ill govern the  appropria te  fo rm  o f report.
Unqualified Opinions on GAAP Financial Statements
8.03 The a u d ito r’s s tandard  re p o rt states th a t the fin a n c ia l statem ents 
present fa ir ly , in  a ll m a te ria l respects, an e n tity ’s fin a n c ia l position , resu lts  o f 
operations, and cash flows in  con fo rm ity  w ith  G AAP. T h is  conclusion m ay be
* In  M a rc h  2004, th e  P C A O B  issued a proposed a u d itin g  s ta n d a rd  e n tit le d  C on fo rm in g  
A m endm en ts  to P C A O B  In te r im  S ta n d a rd s  R e s u ltin g  fro m  the A d o p tio n  o f  P C A O B  A u d it in g  
S ta n d a rd  No. 2, A n  A u d it o f In te rn a l C o n tro l O ver F in a n c ia l R e po rting  P erfo rm ed in  C on ju nction  
W ith  an  A u d it o f F in a n c ia l S ta tem ents. The proposed s tan da rd  w o u ld  am end and supersede ce rta in  
sections o f th e  P C AO B in te r im  standards, in c lu d in g  A U  section 508. R egiste red p u b lic  accoun ting  
firm s  m u s t com ply w ith  th e  standards  o f the  P C AO B in  connection w ith  th e  p re p a ra tio n  o r issuance 
o f any a u d it re p o rt on th e  fin a n c ia l s ta tem en ts  o f an issuer. R egiste red p u b lic  accoun ting  firm s  
a u d itin g  th e  fin a n c ia l s ta tem en ts  o f issuers shou ld  keep a le r t to  an y f in a l s ta n d a rd  issued by  th e  
P C AO B and f in a l SEC approva l o f th a t s tan dard . See th e  “Preface”  section o f th is  G u ide  fo r m ore 
in fo rm a tio n .
† In  June  2004, th e  A u d itin g  S tandards B oard  issued tw o  in te rp re ta tio n s  o f SAS No. 58, R eports 
on A u d ite d  F in a n c ia l S tatem ents, w h ich  prov ide  re p o rtin g  gu idance fo r a u d its  o f nonissuers. In te r ­
p re ta tio n  N o. 17, C la rif ic a tio n  in  the A u d it  R eport o f  the E x te n t o f  Testing o f  In te rn a l C o n tro l Over 
F in a n c ia l R e po rting  in  Accordance W ith  G enera lly  Accepted A u d it in g  S ta n d a rd s , addresses how 
a u d ito rs  m ay expand th e ir  independen t a u d itin g  re p o rt to  e xp la in  th a t th e ir  te s tin g  w as s u ffic ie n t to  
te s t th e  procedures o f in te rn a l con tro l over fin a n c ia l re p o rtin g , b u t n o t th e  effectiveness o f th e  
in te rn a l con tro l. In te rp re ta tio n  N o. 18, Reference to P C AO B  S ta n d a rd s  in  an  A u d it  R eport o f  a 
N onissuer, p rovides gu idance on th e  a p p ro p ria te  re fe re nc ing  o f PC AO B  s tandards  in  a u d itin g  re po rts  
fo r those a u d ito rs  w ho choose to  fo llo w  P C AO B  standards w hen  a u d itin g  non issuers. The A S B  also 
has u n d e rta ke n  a p ro jec t to  de te rm in e  w h a t am endm ents, i f  any, shou ld  be m ade to  SAS No. 58.
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expressed on ly i f  the  a u d ito r has form ed such an op in ion  on the  basis o f an 
a u d it perform ed in  accordance w ith  genera lly  accepted a ud itin g  standards 
(GAAS). The fo llo w in g  is an illu s tra tio n  o f an a u d ito r’s s tandard  rep o rt (un ­
qua lifie d  op in ion) on the GAAP basis fin a n c ia l sta tem ents o f an insurance 
e n tity .
In d e p e n d e n t A u d ito r ’s R e p o rt
T o  th e  B o a rd  o f  D ire c to rs  a n d  S h a re h o ld e rs  
A B C  P ro p e rty  a n d  L ia b il it y  C o m pa n y
W e h a ve  a u d ite d  th e  a cco m p a n y in g  b a la n ce  shee ts o f A B C  P ro p e rty  a n d  
L ia b il i t y  C o m pa n y  as o f D ecem ber 31, 20X 2  a n d  20X 1 , a n d  th e  re la te d  s ta te ­
m e n ts  o f  in co m e , changes in  s to ckh o ld e rs ’ e q u ity , o th e r co m p re h e ns ive  inco m e  
a n d  cash  flo w s  fo r  th e  ye a rs  th e n  ended. T hese  f in a n c ia l s ta te m e n ts  a re  th e  
re s p o n s ib ility  o f  th e  C o m pa n y ’s m an a g e m e n t. O u r re s p o n s ib ility  is  to  exp ress  
a n  o p in io n  on  th e se  fin a n c ia l s ta te m e n ts  based on  o u r a u d its .
W e co n d uc te d  o u r a u d its  in  accordance w ith  a u d it in g  s ta n d a rd s  g e n e ra lly  
accepted  in  th e  U n ite d  S ta te s  o f A m e ric a .‡ T hose s ta n d a rd s  re q u ire  th a t  w e  
p la n  a n d  p e rfo rm  th e  a u d its  to  o b ta in  rea so n a b le  assu ra n ce  a b o u t w h e th e r th e  
f in a n c ia l s ta te m e n ts  a re  fre e  o f m a te r ia l m is s ta te m e n t. A n  a u d it  in c lu d e s  
e x a m in in g , on  a te s t b a s is , ev idence  s u p p o rtin g  th e  a m o u n ts  a n d  d isc lo su re s  
in  th e  f in a n c ia l s ta te m e n ts . A n  a u d it  a lso  in c lu d e s  assessing  th e  a cc o u n tin g  
p rin c ip le s  used  a n d  s ig n if ic a n t e s tim a te s  m ade  b y  m a n a g e m e n t, as w e ll as 
e v a lu a tin g  th e  o v e ra ll f in a n c ia l s ta te m e n t p re s e n ta tio n . W e b e lie ve  th a t  o u r  
a u d its  p ro v id e  a  rea so n a b le  b a s is  fo r  o u r o p in io n .
In  o u r o p in io n , th e  f in a n c ia l s ta te m e n ts  re fe rre d  to  above p re s e n t fa ir ly ,  in  a ll 
m a te r ia l respec ts , th e  f in a n c ia l p o s itio n  o f  A B C  P ro p e rty  a n d  L ia b il ity  C om ­
p a n y  as o f  D ecem ber 31 , 20X 2  a n d  20X 1 , a n d  th e  re s u lts  o f  its  o p e ra tio n s  a n d
‡  For audits of issuers, as defined by the Sarbanes-Oxley Act, and other entities when prescribed 
by the rules of the Securities and Exchange Commission (collectively referred to as “issuers”), Public 
Company Accounting Oversight Board (PCAOB) Standard No. 1, References in  A u d ito rs ’ R eports to  
the S ta n d a rd s  o f  the P u b lic  Com pany A cco u n tin g  O vers igh t B oa rd , replaces this sentence with the 
following sentence: “We conducted our audits in accordance with the standards of the Public Com­
pany Accounting Oversight Board (United States).” On May 14, 2004, the SEC approved PCAOB 
Auditing Standard No. 1 and also issued an interpretive release to help with its implementation. The 
SEC’s interpretive release is designed to assist the PCAOB, registrants, auditors and investors by, 
among other things, addressing certain transitional implementation issues and clarifying the impact 
of Auditing Standard No. 1 on existing references in the SEC rules and regulations to “generally 
accepted auditing standards.” (See Release No. 33-8422 for more information) The release specifies 
that effective May 24, 2004, references in SEC rules and staff guidance and in the federal securities 
laws to GAAS or to specific standards under GAAS, as they relate to issuers, should be understood to 
mean the standards of the PCAOB, plus any applicable rules of the SEC. Registered public account­
ing firms must comply with the standards of the PCAOB in connection with the preparation or 
issuance of any audit report on the financial statements of an issuer. See the Preface of this Guide for 
more information.
The staff of the PCAOB published a series of questions and answers (Q&As) on the PCAOB’s 
Auditing Standard No. 1 which seek to answer questions that have arisen about the implications of 
Auditing Standard No. 1, certain provisions of the Sarbanes-Oxley Act, and other PCAOB rules in the 
audits of financial statements of non-issuers. For further information, see the complete Q&As on the 
PCAOB’s website at www.pcaobus.org.
In June 2004, the Auditing Standards Board issued two interpretations of SAS No. 58, R eports 
on A u d ite d  F in a n c ia l S tatem ents, which provide reporting guidance for audits of nonissuers. Inter­
pretation No. 17, C la r if ic a tio n  in  the A u d it  R eport o f  the E x te n t o f  Testing o f  In te rn a l C o n tro l Over 
F in a n c ia l R e po rting  in  Accordance W ith G enera lly  Accepted A u d it in g  S ta n d a rd s , addresses how 
auditors may expand their independent auditing report to explain that their testing was sufficient to 
test the procedures of internal control over financial reporting, but not the effectiveness of the 
internal control. Interpretation No. 18, Reference to  P C AO B  S ta n d a rd s  in  an  A u d it  R eport o f  a 
N onissuer, provides guidance on the appropriate referencing of PCAOB standards in auditing reports 
for those auditors who choose to follow PCAOB standards when auditing nonissuers. The ASB also 
has undertaken a project to determine what amendments, i f  any, should be made to SAS No. 58.
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i t s  cash  flo w s  fo r  th e  y e a rs  th e n  ended  in  c o n fo rm ity  w ith  a c c o u n tin g  p rin c ip le s  
g e n e ra lly  accepted  in  th e  U n ite d  S ta te s  o f A m e ric a .
[S ig na tu re ]
[Date]
Unqualified Opinions With Explanatory Language 
Emphasis of a Matter
8.04 In  a num ber o f circum stances, the  a u d ito r m ay w ish  to  emphasize a 
m a tte r regard ing  the fin a n c ia l sta tem ents, b u t nevertheless in tends to  express 
an u nq ua lifie d  opin ion. F or exam ple, the  a u d ito r m ay w ish  to  emphasize th a t 
the  insurance e n tity  is  a component o f a la rg e r business e n tity  o r th a t i t  has 
had s ign ifican t transactions w ith  re la ted  parties, o r the a u d ito r m ay w ish  to  
emphasize an u nu sua lly  im p o rta n t subsequent event o r an accounting m a tte r 
a ffec ting  the  com parab ility  o f the  fin a n c ia l sta tem ents w ith  those o f the 
preceding period.
Such exp lanatory in fo rm a tio n  should be presented in  a separate paragraph o f 
the  a u d ito r’s rep o rt (e ith e r preceding or fo llo w in g  the op in ion  paragraph). 
Phrases such as “w ith  the  foregoing exp lanation ” should no t be used in  the 
op in ion  paragraph in  s itua tions  o f th is  k in d . Em phasis paragraphs are never 
requ ired ; th ey  m ay be added sole ly a t the  a u d ito r’s d iscretion.
The fo llo w in g  is  an illu s tra tio n  o f an unq ua lifie d  op in ion  on the  G AAP fin an c ia l 
sta tem ents o f an insurance e n tity  w ith  an emphasis o f a m a tte r regard ing  the  
e n tity ’s fa ilu re  to  m eet m in im u m  risk-based cap ita l (RBC) standards. The 
circum stances described in  the fo u rth  paragraph o f th is  illu s tra tiv e  rep o rt 
represent assum ptions made fo r purposes o f illu s tra tio n  only. A  s im ila r para ­
graph could be adapted fo r use in  an op in ion  on s ta tu tory-basis fin a n c ia l 
statem ents. They are no t in tended to  provide c r ite r ia  o r o the r guide lines to  be 
used by aud ito rs  in  deciding w he ther an exp lanatory paragraph  should be 
added to  th e ir  reports.
In d e p e n d e n t A u d ito r ’s R e p o rt
T o  th e  B o a rd  o f D ire c to rs  a n d  S h a re h o ld e rs  
A B C  P ro p e rty  a n d  L ia b il it y  C o m pa n y
W e ha ve  a u d ite d  th e  a cco m p a n y in g  b a la n ce  shee ts  o f A B C  P ro p e rty  a n d  
L ia b ilit y  C o m p a n y  as o f D ecem ber 31 , 20X 2  a n d  20X 1 , a n d  th e  re la te d  s ta te ­
m e n ts  o f in co m e , changes in  s to ckh o ld e rs ’ e q u ity , o th e r  co m p re h e ns ive  inco m e  
a n d  cash  flo w s  fo r  th e  ye a rs  th e n  ended. T hese f in a n c ia l s ta te m e n ts  a re  th e  
re s p o n s ib ility  o f  th e  C o m pa n y ’s m a n a g e m e n t. O u r re s p o n s ib ility  is  to  exp ress  
a n  o p in io n  on th e se  fin a n c ia l s ta te m e n ts  based on  o u r  a u d its .
W e co nduc ted  o u r  a u d its  in  accordance w ith  a u d it in g  s ta n d a rd s  g e n e ra lly  
accepted  in  th e  U n ite d  S ta te s  o f A m e ric a .| |  T hose  s ta n d a rd s  re q u ire  th a t  w e  
p la n  a n d  p e rfo rm  th e  a u d its  to  o b ta in  rea so n a b le  a ssu rance  a b o u t w h e th e r th e  
f in a n c ia l s ta te m e n ts  a re  fre e  o f m a te r ia l m is s ta te m e n t. A n  a u d it  in c lu d e s  
e x a m in in g , on  a te s t b a s is , ev idence  s u p p o rtin g  th e  a m o u n ts  a n d  d isc lo su re s  
in  th e  f in a n c ia l s ta te m e n ts . A n  a u d it  a lso  in c lu d e s  assess ing  th e  a c c o u n tin g  
p rin c ip le s  used  a n d  s ig n if ic a n t e s tim a te s  m ade  b y  m an a g e m e n t, as w e ll as 
e v a lu a tin g  th e  o v e ra ll f in a n c ia l s ta te m e n t p re s e n ta tio n . W e b e lie v e  th a t  o u r  
a u d its  p ro v id e  a rea so n a b le  b a s is  fo r  o u r o p in io n .
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In  o u r o p in io n , th e  f in a n c ia l s ta te m e n ts  re fe rre d  to  above p re s e n t fa ir ly ,  in  a ll 
m a te r ia l respec ts , th e  f in a n c ia l p o s itio n  o f A B C  P ro p e rty  a n d  L ia b il i t y  C om ­
p a n y  as o f D ecem ber 31 , 20X 2  a n d  2 0X 1 , a n d  th e  re s u lts  o f its  o p e ra tio n s  a n d  
its  cash  flo w s  fo r  th e  y e a rs  th e n  ended in  c o n fo rm ity  w ith  a c c o u n tin g  p r in c ip le s  
g e n e ra lly  accepted  in  th e  U n ite d  S ta te s  o f A m e ric a .
A s  d iscussed  in  N o te  X X  to  th e  f in a n c ia l s ta te m e n ts , [S ta te  o f d o m ic ile ’s 
in s u ra n c e  re g u la to ry  b o d y ] im poses r is k -b a s e d  c a p ita l re q u ire m e n ts  on  in s u r ­
ance e n titie s , in c lu d in g  th e  C om pany . A t  D ecem ber 31 , 20X 2 , th e  C o m p a n y ’s 
to ta l a d ju s te d  c a p ita l is  a t th e  com p a n y  a c tio n  le v e l based on  th e  r is k -b a s e d  
c a p ita l c a lc u la tio n  re q u ire d  b y  [S ta te  o f  d o m ic ile ’s in s u ra n c e  re g u la to ry  b o d y ].
[S ig n a tu r e ]
[D a te ]
Uncertainties
8.05 A  m a tte r in vo lv in g  an u n ce rta in ty  is one th a t is  expected to  be 
resolved a t a fu tu re  date, a t w h ich  tim e  conclusive e v id en tia l m a tte r concern­
ing  its  outcome w ou ld  be expected to  become availab le . U nce rta in ties  include 
b u t are no t lim ite d  to contingencies covered by FASB S tatem ent No. 5, A c ­
c o u n t in g  f o r  C o n tin g e n c ie s , and m atte rs  re la ted  to  estim ates and o the r m atte rs  
covered by SOP 94-6, D is c lo s u re  o f  C e rta in  S ig n if ic a n t  R is k s  a n d  U n c e rta in tie s .
8.06 Conclusive e v iden tia l m a tte r concerning the u ltim a te  outcome o f 
unce rta in ties  cannot be expected to  ex is t a t the  tim e  o f the a u d it because the 
outcome and re la ted  e v id en tia l m a tte r are prospective. In  these circum stances, 
m anagem ent is responsible fo r e s tim a ting  the  effect o f fu tu re  events on the 
fin a n c ia l sta tem ents, or de te rm in ing  th a t a reasonable estim ate cannot be 
made and m ak ing  the  requ ired  disclosures, a ll in  accordance w ith  GAAP, based 
on m anagem ent’s ana lysis o f ex is ting  conditions. A n  a u d it includes an assess­
m ent o f w he ther the e v id en tia l m a tte r is su ffic ien t to  support m anagem ent’s 
analysis. Absence o f the existence o f in fo rm a tio n  re la ted  to  the  outcome o f an 
u n ce rta in ty  does no t necessarily lead to  a conclusion th a t the  e v id en tia l m a tte r 
supporting  m anagem ent’s assertion is no t su ffic ien t. R ather, the  a u d ito r’s 
jud gm e n t regard ing  the  su ffic iency o f the ev id en tia l m a tte r is  based on the 
e v iden tia l m a tte r th a t is o r should be availab le . If, a fte r considering the  
e x is ting  conditions and ava ilab le  evidence, the  a u d ito r concludes th a t su ffi­
c ien t ev id en tia l m a tte r supports m anagem ent’s assertions about the na tu re  o f 
a m a tte r in vo lv in g  an u n ce rta in ty  and its  p resen ta tion  or disclosure in  the 
fin a n c ia l statem ents, an u nq u a lifie d  op in ion  o rd in a rily  is appropriate .
8.07 I f  the  a u d ito r is  unable to ob ta in  su ffic ien t e v id en tia l m a tte r to 
support m anagem ent’s assertion about the  na tu re  o f a m a tte r in vo lv in g  an 
u n ce rta in ty  and its  p resen ta tion  o r disclosure in  the  fin a n c ia l statem ents, the 
a u d ito r should consider the need to  express a q ua lified  opinion or to d iscla im  an 
opin ion because o f a scope lim ita tion . A  qualified opinion or d isclaim er o f op in ion  
because o f a scope lim ita tio n  is appropria te  i f  su ffic ien t e v id en tia l m a tte r 
re la ted  to  an u n ce rta in ty  does or d id  ex is t b u t was no t ava ilab le  to the  a u d ito r 
fo r reasons such as m anagem ent’s record re te n tio n  policies or a re s tric tio n  
imposed by m anagem ent.
8.08 Scope lim ita tio n s  re la ted  to  unce rta in ties  should be d iffe ren tia ted  
from  s itua tions  in  w h ich  the  a u d ito r concludes th a t the fin a n c ia l sta tem ents 
are m a te ria lly  m issta ted  a ttr ib u ta b le  to  departu res from  GAAP re la ted  to 
unce rta in ties . Such departures m ay be caused by inadequate disclosure con­
cern ing  the  unce rta in ty , the  use o f ina pp rop ria te  accounting princ ip les, o r the 
use o f unreasonable accounting estim ates.
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8.09 In a d e q u a te  D is c lo s u re . I f  the  a ud ito r concludes th a t a m a tte r in ­
vo lv ing  a r is k  o r an u n ce rta in ty  is  no t adequately disclosed in  the  fin an c ia l 
sta tem ents in  con fo rm ity  w ith  GAAP or s ta tu to ry  accounting practices, the 
a u d ito r should express a qua lifie d  o r an adverse opinion.
8.10 The a u d ito r should consider m a te r ia lity  in  eva lua ting  the  adequacy 
o f disclosure o f m atte rs  in vo lv in g  risks  o r unce rta in ties  in  the  fin a n c ia l sta te ­
m ents in  the  context o f the fin a n c ia l sta tem ents taken  as a whole. The a ud ito r’s 
consideration o f m a te r ia lity  is a m a tte r o f professional jud gm e n t and is in f lu ­
enced by h is  perception o f the needs o f a reasonable person who w ill re ly  on the 
fin a n c ia l statem ents. M a te r ia lity  judgm ents in vo lv in g  risks  or unce rta in ties  
are made in  lig h t o f the  su rround ing  circum stances. The a u d ito r evaluates the 
m a te r ia lity  o f reasonably possible losses th a t m ay be incu rred  upon the reso­
lu tio n  o f unce rta in ties  both  in d iv id u a lly  and in  the aggregate. The a u d ito r 
perform s the  eva lua tion  o f reasonably possible losses w ith o u t regard to  the 
a u d ito r’s eva lua tion  o f the m a te r ia lity  o f know n and lik e ly  m isstatem ents in  
the  fin a n c ia l statem ents.
8.11 In a p p ro p r ia te  A c c o u n t in g  P r in c ip le s .  In  p repa ring  fin an c ia l s ta te ­
m ents, m anagem ent estim ates the  outcome o f ce rta in  k ind s  o f fu tu re  events. 
Paragraphs 23 and 25 o f FASB S tatem ent No. 5 describe s itua tions  in  w h ich  
the in a b ility  to  m ake a reasonable estim ate m ay ra ise questions about the  
appropriateness o f the  accounting p rinc ip les used. If, in  those o r o ther s itu ­
ations, the a u d ito r concludes th a t the  accounting p rinc ip les used cause the 
fin a n c ia l sta tem ents to  be m a te ria lly  m isstated, the  a u d ito r should express a 
qua lifie d  o r an adverse opinion.
8.12 U n re a s o n a b le  A c c o u n t in g  E s tim a te s . U sua lly , the  a u d ito r is  able to 
ob ta in  sa tis faction  regard ing  the  reasonableness o f m anagem ent’s estim ate o f 
the  effects o f fu tu re  events by considering va rious k ind s  o f e v id en tia l m a tte r, 
in c lu d in g  the  h is to rica l experience o f the  e n tity . I f  the  a u d ito r concludes th a t 
m anagem ent’s estim ate is unreasonable and th a t its  effect is  to  cause the 
fin a n c ia l statem ents to be m a te ria lly  m isstated, the  a u d ito r should express a 
qua lifie d  o r an adverse opinion.
Going Concern
8.13 SAS No. 59, T he  A u d it o r ’s C o n s id e ra tio n  o f  a n  E n t i t y ’s A b i l i t y  to  
C o n tin u e  a s  a  G o in g  C o n ce rn  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 
341), describes the  a u d ito r’s resp on s ib ility  fo r eva lua ting  w he ther substan tia l 
doubt exists concerning the  a b ility  o f the  e n tity  being aud ited  to  continue as a 
going concern fo r a reasonable period o f tim e . C hapter 2, “A u d it Considera­
tions ,” describes going-concern considerations as they re la te  to  p rope rty  and 
lia b il ity  insurance e n titie s  and discusses how an insurance e n tity ’s regu la to ry  
cap ita l position  should be considered in  the  a u d ito r’s assessment o f w he ther 
there  is  substan tia l doubt about the  insurance e n tity ’s a b ility  to  continue as a 
going concern. SAS No. 96 , A u d i t  D o c u m e n ta t io n  (A IC PA , P ro fe s s io n a l S ta n d ­
a rd s , vol. 1, A U  sec. 341), amends SAS No. 59 to  requ ire  going concern 
consideration a u d it docum entation. See paragraph 2.52. I f  the  a u d ito r con­
cludes th a t there  is  su bs tan tia l doubt about an insurance e n tity ’s a b ility  to  
continue as a going concern fo r a reasonable period o f tim e , the  rep o rt should 
inc lude  an exp lanatory paragraph (fo llow ing  the  op in ion  paragraph) to  express 
th a t conclusion or d isc la im  an opin ion. (See paragraph 8.14.) The a u d ito r’s 
conclusion about the  insurance e n tity ’s a b ility  to continue as a going concern 
should be expressed th rough  the use o f the phrase “su bstan tia l doubt about the 
insurance e n tity ’s a b ility  to  continue as a going concern,” o r s im ila r w ord ing  
th a t includes the  te rm s su bstan tia l doubt and going concern. The fo llo w in g  is
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an illu s tra tio n  o f an a u d ito r’s repo rt (un qu a lified  opin ion) on the  GAAP fin a n ­
c ia l statem ents o f an insurance e n tity  th a t includes an exp lanatory paragraph 
because o f the  existence o f su bs tan tia l doubt about the  insurance e n tity ’s 
a b ility  to  continue as a going concern fo r a reasonable period o f tim e . The 
circum stances described in  the fo u rth  paragraph o f th is  illu s tra tiv e  repo rt 
represent assum ptions made fo r purposes o f illu s tra tio n  only. A  s im ila r pa ra ­
graph could be adapted fo r use in  an op in ion  on s ta tu tory-basis fin a n c ia l 
statem ents. They are no t in tended  to  provide c r ite r ia  or o the r guide lines to be 
used by aud ito rs  in  deciding w he ther an exp lanatory paragraph should be 
added to th e ir  reports.
In d e p e n d e n t A u d ito r ’s R e p o rt
T o  th e  B o a rd  o f D ire c to rs  a n d  S h a re h o ld e rs  
A B C  P ro p e rty  a n d  L ia b il it y  C o m pa n y
W e h a ve  a u d ite d  th e  a cco m p a n y in g  b a la n ce  shee ts o f A B C  P ro p e rty  a n d  
L ia b il i t y  C o m pa n y  as o f D ecem ber 31 , 20X 2  a n d  20X 1 , a n d  th e  re la te d  s ta te ­
m e n ts  o f in co m e , changes in  s to ckh o ld e rs ’ e q u ity , o th e r co m p re h e ns ive  incom e , 
a n d  cash flo w s  fo r  th e  ye a rs  th e n  ended. T hese f in a n c ia l s ta te m e n ts  a re  th e  
re s p o n s ib ility  o f th e  C o m pa n y ’s m an a g e m e n t. O u r re s p o n s ib ility  is  to  exp ress  
a n  o p in io n  on  th e se  f in a n c ia l s ta te m e n ts  based on  o u r  a u d its .
W e con d uc te d  o u r a u d its  in  accordance w ith  a u d it in g  s ta n d a rd s  g e n e ra lly  
accepted  in  th e  U n ite d  S ta te s  o f A m e ric a .# T hose s ta n d a rd s  re q u ire  th a t  w e  
p la n  a n d  p e rfo rm  th e  a u d its  to  o b ta in  rea so n a b le  a ssu rance  a b o u t w h e th e r th e  
f in a n c ia l s ta te m e n ts  a re  fre e  o f m a te r ia l m is s ta te m e n t. A n  a u d it in c lu d e s  
e x a m in in g , on  a te s t b a s is , ev idence  s u p p o rtin g  th e  a m o u n ts  a n d  d isc lo su re s  
in  th e  f in a n c ia l s ta te m e n ts . A n  a u d it a lso  in c lu d e s  assess ing  th e  a c c o u n tin g  
p rin c ip le s  used  a n d  s ig n if ic a n t e s tim a te s  m ade  b y  m an a g e m e n t, as w e ll as 
e v a lu a tin g  th e  o v e ra ll f in a n c ia l s ta te m e n t p re s e n ta tio n . W e b e lie ve  th a t  o u r  
a u d its  p ro v id e  a re a so n a b le  b a s is  fo r  o u r o p in io n .
In  o u r o p in io n , th e  f in a n c ia l s ta te m e n ts  re fe rre d  to  above p re s e n t fa ir ly ,  in  a ll 
m a te r ia l respec ts , th e  f in a n c ia l p o s itio n  o f A B C  P ro p e rty  a n d  L ia b il it y  C om ­
p a n y  as o f D ecem ber 31 , 20X 2  a n d  20X 1 , a n d  th e  re s u lts  o f its  o p e ra tio n s  a n d  
its  cash flo w s  fo r  th e  ye a rs  th e n  e nded  in  c o n fo rm ity  w ith  a cc o u n tin g  p r in c ip le s  
g e n e ra lly  accepted  in  th e  U n ite d  S ta te s  o f A m e ric a .
T h e  a cco m p a n y in g  fin a n c ia l s ta te m e n ts  ha ve  been p re p a re d  a ssu m in g  th a t  
A B C  P ro p e rty  a n d  L ia b il it y  C o m p a n y  w i l l  c o n tin u e  as a g o in g  concern . A s  
d iscussed  in  N o te  X X  to  th e  f in a n c ia l s ta te m e n ts , [S ta te  o f  d o m ic ile ’s in s u ra n c e  
re g u la to ry  b o d y ] im poses r is k -b a s e d  c a p ita l re q u ire m e n ts  on  in s u ra n c e  e n t i­
tie s , in c lu d in g  th e  C om pany. A t  D ecem ber 31 , 20X 2 , th e  C o m p a n y ’s to ta l 
a d ju s te d  c a p ita l is  a t th e  co m p a n y  a c tio n  le v e l based on  th e  r is k -b a s e d  c a p ita l 
c a lc u la tio n  re q u ire d  b y  [S ta te  o f d o m ic ile ’s in s u ra n c e  re g u la to ry  b o d y ]. T he  
C o m pa n y  has f ile d  a  co m p re h e ns ive  f in a n c ia l p la n  w ith  th e  co m m iss io n e r 
o u t lin in g  th e  C o m p a n y ’s p la n s  fo r  a t ta in in g  th e  re q u ire d  le v e ls  o f  re g u la to ry  
c a p ita l b y  D ecem ber 31 , 20X X . T o  d a te , th e  C o m pa n y  h a s  n o t re ce ive d  n o t if i­
c a tio n  fro m  th e  co m m iss io n e r re g a rd in g  acceptance o r re je c tio n  o f  its  co m p re ­
h e n s ive  f in a n c ia l p la n . F a ilu re  to  m ee t th e  c a p ita l re q u ire m e n ts  a n d  in te r im  
c a p ita l ta rg e ts  in c lu d e d  in  th e  C o m p a n y ’s p la n  w o u ld  expose th e  C o m pa n y  to  
re g u la to ry  s a n c tio n s  th a t  m a y  in c lu d e  re s tr ic tio n s  on o p e ra tio n s  a n d  g r o w th ,  
m a n d a to ry  asse t d is p o s itio n s , a n d  p la c in g  th e  C o m pa n y  u n d e r re g u la to ry  
c o n tro l. T hese m a tte rs  ra is e  s u b s ta n tia l d o u b t a b o u t th e  a b il ity  o f A B C  P ro p ­
e r ty  a n d  L ia b il it y  C o m pa n y  to  c o n tin u e  as a  g o in g  concern . T he  a b ility  o f th e  
C o m p a n y  to  c o n tin u e  as a  g o in g  co nce rn  is  d e p e n d e n t on  m a n y  fa c to rs , one o f 
w h ic h  is  re g u la to ry  a c tio n , in c lu d in g  u lt im a te  acce p ta n ce  o f th e  C o m p a n y ’s
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co m p re h e ns ive  f in a n c ia l p la n . M a n a g e m e n t’s p la n s  in  re g a rd  to  these  m a tte rs  
a re  d e sc rib e d  in  N o te  X X . T he  a cco m p a n y in g  f in a n c ia l s ta te m e n ts  do n o t 
in c lu d e  a n y  a d ju s tm e n ts  th a t  m ig h t re s u lt  fro m  th e  o u tcom e o f th is  u n c e rta in ty .
[S ig n a tu r e ]
[D a te ]
8.14 SAS No. 59 states th a t inc lus ion  o f an exp lanatory paragraph (fo l­
low ing  the  op in ion  paragraph) in  the  a u d ito r’s re p o rt (as described above in  
paragraph 8.13) serves adequately to  in fo rm  users o f the  fin a n c ia l statem ents 
o f the  a u d ito r’s su bstan tia l doubt about the  e n tity ’s a b ility  to  continue as a 
going concern fo r a reasonable period o f tim e. Nonetheless, SAS No. 59 does 
no t preclude the  a u d ito r from  dec lin ing  to  express an op in ion  in  cases invo lv in g  
unce rta in ties . I f  the  a u d ito r d iscla im s an opin ion, the unce rta in ties  and th e ir  
possible effects should be disclosed in  an appropria te  m anner and the  a u d ito r’s 
rep o rt should state a ll o f the  substantive  reasons fo r the d isc la im er o f opinion. 
The fo llo w in g  is an illu s tra tio n  o f an a u d ito r’s re p o rt conta in ing  a d isc la im er 
o f op in ion  as the  re su lt o f unce rta in ties  re la tin g  to  an a u d ito r’s substan tia l 
doubt about an insurance e n tity ’s a b ility  to  continue as a going concern fo r a 
reasonable period o f tim e .
In d e p e n d e n t A u d ito r ’s R e p o rt
T o  th e  B o a rd  o f D ire c to rs  a n d  S h a re h o ld e rs  
A B C  P ro p e rty  a n d  L ia b il it y  C om pany
W e w e re  engaged to  a u d it  th e  a cco m p a n y in g  b a lance  sh e e t o f  A B C  P ro p e rty  
a n d  L ia b il i t y  In s u ra n c e  C o m pa n y  as o f D ecem ber 31, 20X 2 , a n d  th e  re la te d  
s ta te m e n ts  o f in co m e , changes in  s to ckh o ld e rs ’ e q u ity , o th e r co m p re h e ns ive  
in co m e , a n d  cash flo w s  fo r  th e  y e a r th e n  ended. T hese  fin a n c ia l s ta te m e n ts  a re  
th e  re s p o n s ib ility  o f th e  C o m p a n y ’s m an a g e m en t.
T he  a cco m p a n y in g  f in a n c ia l s ta te m e n ts  h a ve  been p re p a re d  a ssu m in g  th a t  
A B C  P ro p e rty  a n d  L ia b il ity  C o m p a n y  w i l l  c o n tin u e  as a g o in g  concern . A s  
d iscussed  in  N o te  X X  to  th e  f in a n c ia l s ta te m e n ts , [S ta te  o f d o m ic ile ’s in s u ra n c e  
re g u la to ry  b o d y ] im poses r is k -b a s e d  c a p ita l re q u ire m e n ts  on  in s u ra n c e  e n t i­
tie s , in c lu d in g  th e  C om pany . A t  D ecem ber 31, 20X 2 , th e  C o m p a n y ’s to ta l 
a d ju s te d  c a p ita l is  a t th e  com pany a c tio n  le v e l based on  th e  r is k -b a s e d  c a p ita l 
c a lc u la tio n  re q u ire d  b y  [S ta te  o f d o m ic ile ’s in s u ra n c e  re g u la to ry  b o d y ]. T he  
C o m p a n y  has f ile d  a co m p re h e ns ive  f in a n c ia l p la n  w ith  th e  co m m iss io n e r 
o u t lin in g  its  p la n s  fo r  a t ta in in g  th e  re q u ire d  le v e ls  o f re g u la to ry  c a p ita l b y  
D ecem ber 31, 20X X . T o  d a te , th e  C o m p a n y  h a s  n o t rece ive d  n o tif ic a tio n  fro m  
th e  co m m iss io n e r re g a rd in g  accep tance  o r  re je c tio n  o f its  co m p re h e ns ive  f in a n ­
c ia l p la n . F a ilu re  to  m e e t th e  c a p ita l re q u ire m e n ts  a n d  in te r im  c a p ita l ta rg e ts  
in c lu d e d  in  th e  C o m p a n y ’s p la n  w o u ld  expose th e  C o m pa n y  to  re g u la to ry  
sa n c tio n s  th a t  m a y  in c lu d e  re s tr ic tio n s  on  o p e ra tio n s  a n d  g ro w th , m a n d a to ry  
asse t d is p o s itio n s , a n d  p la c in g  th e  C o m p a n y  u n d e r re g u la to ry  c o n tro l. These  
m a tte rs  ra is e  s u b s ta n tia l d o u b t a b o u t th e  a b il ity  o f A B C  P ro p e rty  a n d  L ia b il ity  
C o m p a n y  to  c o n tin u e  as a g o in g  concern . T h e  a b ility  o f th e  C o m pa n y  to  c o n tin u e  
as a g o in g  conce rn  is  d e p en d e n t on  m a n y  fa c to rs , one o f  w h ic h  is  re g u la to ry  
a c tio n , in c lu d in g  u lt im a te  acceptance o f th e  C o m p a n y ’s co m p re h e ns ive  f in a n ­
c ia l p la n . M a n a g e m e n t’s p la n s  in  re g a rd  to  these  m a tte rs  a re  d e sc rib e d  in  N o te  
X X . T he  f in a n c ia l s ta te m e n ts  do n o t in c lu d e  a n y  a d ju s tm e n ts  th a t  m ig h t re s u lt 
fro m  th e  ou tcom e  o f th is  u n c e rta in ty .
B ecause o f th e  s ig n ific a n c e  o f th e  u n c e rta in ty  d iscussed  above, w e a re  u n a b le  
to  exp ress, a n d  w e do n o t exp ress, a n  o p in io n  on  th e  f in a n c ia l s ta te m e n ts  fo r  
th e  y e a r ended  D ecem ber 31, 20X 2.
[S ig n a tu r e ]
[D a te ]
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Qualified Opinion
8.15 SAS No. 58, as amended by SAS No. 79 (A IC PA , Professional S tand­
ards, vol. 1, A U  sec. 508.20), describes ce rta in  circum stances th a t m ay requ ire  
the a u d ito r to  q u a lify  the  op in ion  on the  fin an c ia l statem ents. A  q ua lified  
op in ion  states th a t except fo r the  effects o f the m a tte r to  w hich  the q ua lifica tion  
relates, the  fin a n c ia l sta tem ents present fa ir ly , in  a ll m a te ria l respects, the 
fin a n c ia l position , resu lts  o f operations, and cash flows in  con fo rm ity  w ith  
GAAP. Such an op in ion  is  issued under the  fo llo w in g  circum stances.
a . There is a lack o f su ffic ien t com petent ev id en tia l m a tte r o r there  are 
res tric tion s  on the scope o f the a u d it th a t have led the  a u d ito r to 
conclude th a t an unq ua lifie d  op in ion  cannot be expressed and the 
a u d ito r has concluded not to  d isc la im  an opinion.
b. The a u d ito r believes, on the basis o f the  a ud it, th a t the fin an c ia l 
sta tem ents conta in  a departu re  from  GAAP, the  effect o f w h ich  is 
m a te ria l, and has concluded not to  express an adverse opinion.
Disclaimer of Opinion
8.16 SAS No. 58, as amended by SAS No. 79 (A IC P A , P ro fe s s io n a l S ta n d ­
a rd s , vol. 1, A U  sec. 508.61), describes d iscla im ers o f opinion. A  d isc la im er o f 
op in ion  states th a t the a u d ito r does no t express an op in ion  on the  fin an c ia l 
statem ents. A n  a u d ito r m ay decline to express an op in ion  w henever he is 
unable to fo rm  or has no t form ed an op in ion  as to  the  fa irness o f p resenta tion  
o f the  fin a n c ia l sta tem ents in  con fo rm ity  w ith  GAAP. I f  the a u d ito r d iscla im s 
an opin ion, the a u d ito r’s re p o rt should give a ll o f the substantive  reasons fo r 
the d iscla im er. A  d isc la im er is appropria te  when the  a u d ito r has n o t perform ed 
an a u d it su ffic ien t in  scope to  enable h im  to  fo rm  an op in ion  on the  fin an c ia l 
statem ents. A  d isc la im er o f op in ion  should not be expressed because the 
a u d ito r believes, on the  basis o f h is  a ud it, th a t there  are m a te ria l departures 
from  GAAP.
8.17 W hen d isc la im ing  an op in ion  because o f a scope lim ita tio n , the 
a u d ito r should sta te  in  a separate paragraph o r paragraphs a ll o f the  substan­
tive  reasons fo r the  d iscla im er. The op in ion  should sta te  th a t the scope o f the 
a u d it was no t su ffic ien t to  w a rra n t the expression o f an opinion. In  add ition , 
the  rep o rt should disclose any o ther reserva tions the  a u d ito r has regard ing  fa ir  
p resen ta tion  in  con fo rm ity  w ith  GAAP. The a u d ito r should no t id e n tify  the 
procedures th a t were perform ed or include the paragraph describ ing the 
characteristics o f an a u d it ( th a t is, the scope paragraph o f the  a u d ito r’s 
standard  report); to  do so m ay tend to overshadow the d iscla im er.
Adverse Opinion
8.18 SAS No. 58, as amended by SAS No. 79 (A IC P A , P ro fe s s io n a l S ta n d ­
a rd s , vol. 1, A U  sec. 508.58), describes adverse opinions. A n  adverse opin ion 
states th a t the  fin a n c ia l sta tem ents do no t present fa ir ly  the  fin a n c ia l position  
o r the  resu lts  o f operations o r cash flows in  con fo rm ity  w ith  GAAP. Such an 
opinion is expressed if, in  the aud ito r’s judgm ent, the financia l statements taken  
as a whole are no t presented fa ir ly  in  con fo rm ity  w ith  GAAP. W hen expressing 
an adverse opinion, the aud itor should disclose in  a separate explanatory p a ra ­
g ra p h (s) p reced ing  th e  o p in io n  p a rag ra ph  o f th e  re p o rt (a )  a ll th e  substan ­
tive  reasons fo r the adverse opin ion, and (b ) the  p rin c ip a l effects o f the  subject 
m a tte r o f the  adverse o p in io n  on fin a n c ia l pos ition , re su lts  o f operations, 
and cash flow s, i f  p racticab le . I f  the effects are n o t reasonab ly  d e te rm in a b le ,
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the rep o rt should so state. I f  an adverse op in ion  is expressed, the  opin ion 
paragraph should include a d irec t reference to a separate paragraph th a t 
discloses the  basis fo r the  adverse opinion.
Auditors' Reports on Statutory Financial Statements of 
Insurance Entities1
8.19 A ll states requ ire  dom iciled insurance en titie s  to  subm it to  the  state 
insurance com m issioner an A n nu a l S tatem ent on form s developed by the 
N a tio na l Association o f Insurance Com m issioners (N A IC ). The states also 
requ ire  th a t aud ited  s ta tu to ry  fin a n c ia l sta tem ents be provided as a supple­
m ent to  the A nnu a l S tatem ents. S ta tu to ry  fin a n c ia l statem ents are prepared 
using  accounting p rinc ip les and practices “prescribed or p e rm itted  by the 
reg u la to ry  a u th o rity  o f the  state o f dom icile ,” re fe rred  to in  th is  A u d it and 
A ccounting  Guide (the Guide) as s ta tu to ry  accounting practices. S ta tu to ry  
accounting practices are considered an o ther comprehensive basis o f account­
in g  (OCBOA) as described in  SAS No. 62, S p e c ia l R e p o rts  (A IC PA , P ro fe s s io n a l 
S ta n d a rd s ,  vo l. 1, A U  sec. 623).
NAIC-Codified Statutory Accounting
8.20 The N a tio na l Association o f Insurance Com m issioners (N A IC ) codi­
fied  s ta tu to ry  accounting practices fo r ce rta in  insurance enterprises, resu ltin g  
in  a revised A c c o u n t in g  P ra c tic e s  a n d  P ro c e d u re s  M a n u a l (the revised M an ­
ual). The insurance law s and regu la tions o f the states requ ire  insurance 
companies dom iciled in  those states to  com ply w ith  the  guidance provided in  
the  N A IC  A c c o u n t in g  P ra c tice s  a n d  P rocedu res M a n u a l except as prescribed or 
perm itted  by state law.
8.21 Prescribed s ta tu to ry  accounting practices are those practices th a t 
are incorpora ted  d ire c tly  or by reference in  state law s, regu la tions, and general 
a d m in is tra tive  ru les applicable to  a ll insurance enterprises dom iciled in  a 
p a rtic u la r state. States m ay adopt the  revised M anua l in  whole o r in  p a rt as 
an e lem ent o f prescribed s ta tu to ry  accounting practices in  those states. If, 
however, the requ irem ents o f state law s, regu la tions, and a d m in is tra tive  ru les 
d iffe r from  the  guidance provided in  the revised M anual or subsequent revisions, 
those sta te  law s, regu la tions, and a d m in is tra tive  ru les w ill take  precedence. 
A u d ito rs  o f insurance enterprises should review  state laws, regu la tions, and 
a d m in is tra tive  ru les to  determ ine the  specific prescribed s ta tu to ry  accounting 
practices applicable in  each state.
8.22 P e rm itted  s ta tu to ry  accounting practices include practices no t p re ­
scribed by the  d om ic ilia ry  state, b u t a llowed by the  d om ic ilia ry  sta te  regu la to ry  
a u th o rity . A n  insurance ente rp rise  m ay request perm ission from  the  d o m ic ili­
a ry  sta te  regu la to ry  a u th o rity  to  use a specific accounting practice in  the 
p repa ra tion  o f the en te rp rise ’s s ta tu to ry  fin an c ia l sta tem ents (a) i f  i t  w ishes to 
depart from  the  state prescribed s ta tu to ry  accounting practices or (b ) i f  p re­
scribed s ta tu to ry  accounting practices do no t address the accounting fo r the 
transaction . A ccording ly, pe rm itted  accounting practices d iffe r from  state to 
state, m ay d iffe r from  company to company w ith in  a state, and m ay change in  
the fu tu re .
1 The guidance contained in this section is based on SOP 95-5 and reflects the amendments to 
SOP 95-5 as made in SOP 01-5, A m endm ents to Specific  A IC P A  P ronouncem ents fo r  Changes R elated  
to the N A IC  C od ifica tion .
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General Use Reports
8.23 I f  an insurance ente rp rise ’s s ta tu to ry  fin a n c ia l statem ents are in ­
tended fo r d is tr ib u tio n  o ther th a n  fo r f il in g  w ith  the  reg u la to ry  a u th o ritie s  to 
whose ju r is d ic tio n  the insurance e n tity  is subject, the a u d ito r o f those sta te­
m ents should use the general use fo rm  o f rep o rt fo r fin a n c ia l statem ents th a t 
lack  confo rm ity  w ith  GAAP [SAS No. 62, S p e c ia l R e p o rts  (A IC PA , P ro fe s s io n a l 
S ta n d a rd s ,  vol. 1, A U  sec. 623)]. SAS No. 1, section 544, L a c k  o f  C o n fo rm ity  
W ith  G e n e ra lly  A cce p te d  A c c o u n t in g  P r in c ip le s  (A IC PA , P ro fe s s io n a l S ta n d ­
a rd s , vol. 1, A U  sec. 544.04), requires the a u d ito r to  use the s tandard  fo rm  o f 
rep o rt described in  SAS No. 58, R e p o rts  o n  A u d ite d  F in a n c ia l S ta te m e n ts  
(A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 508), as amended, m od ified  as 
appropria te  because o f departures from  GAAP.
8.24 A lthough  i t  m ay not be practicab le  to  determ ine the  am ount o f 
d ifference between G AAP and s ta tu to ry  accounting practices, the  na tu re  o f the  
differences is know n. The differences genera lly  ex is t in  s ign ifican t fin an c ia l 
s ta tem ent item s, and are believed to  be m a te ria l and pervasive to  m ost 
insurance e n titie s ’ fin a n c ia l statem ents. Therefore, there  is a rebu ttab le  p re ­
sum ption  th a t the  differences between GAAP and s ta tu to ry  accounting prac­
tices are m a te ria l and pervasive. A u d ito rs  should express an adverse opin ion 
w ith  respect to con fo rm ity  w ith  GAAP (see SAS No. 58 [A IC P A , P ro fe s s io n a l 
S ta n d a rd s ,  vol. 1, A U  sec. 508.58]), unless the  a u d ito r determ ines the  d iffe r­
ences between GAAP and s ta tu to ry  accounting practices are no t m a te ria l and 
pervasive.
8.25 The a ud ito r, when expressing an adverse opin ion, is requ ired  to 
disclose in  a separate exp lanatory paragraph(s) preceding the op in ion  para ­
graph in  h is  or he r repo rt (a) a ll o f the  substantive  reasons fo r the adverse 
opin ion, and (b ) the  p rin c ip a l effects o f the  subject m a tte r o f the adverse 
op in ion  on fin a n c ia l position , resu lts  o f operations, and cash flows, i f  p ractica ­
b le.2 (See SAS No. 58 [A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 508.59- 
.60].) I f  the  effects are no t reasonably determ inable , the  rep o rt should so state 
and also should state th a t the differences are presum ed to  be m a te ria l. F u r­
therm ore, the  notes to  the  s ta tu to ry  fin a n c ia l sta tem ents should discuss s ta tu ­
to ry  accounting practices and describe how those practices d iffe rs  from  GAAP.
8.26 A fte r expressing an op in ion  on the s ta tu to ry  fin an c ia l sta tem ents as 
to con fo rm ity  w ith  GAAP, aud ito rs  m ay express an opin ion on w he ther the  
s ta tu to ry  fin a n c ia l sta tem ents are presented in  con fo rm ity  w ith  s ta tu to ry  
accounting practices. I f  departures from  s ta tu to ry  from  s ta tu to ry  accounting 
practices are found to  ex is t and are considered to  be m a te ria l, the  aud ito rs 
should express a q ua lified  or adverse op in ion  on the  s ta tu to ry  fin a n c ia l sta te ­
m ents ju s t as th e y  w ou ld  und e r SAS No. 58 re g a rd in g  co n fo rm ity  w ith  
GAAP.
8.27 F o llow ing  is an illu s tra tio n  o f an independent a u d ito r’s rep o rt on the  
general-use fin an c ia l sta tem ents o f an insurance enterprise  prepared in  con­
fo rm ity  w ith  s ta tu to ry  accounting practices, w h ich  conta ins an adverse opin ion 
as to  con fo rm ity  w ith  GAAP, and an u nq ua lifie d  op in ion  as to con fo rm ity  w ith
2 AU section 431, Adequacy o f  D isclosure in  the F in a n c ia l S tatem ents, of the AICPA Professional 
S tand a rd s , defines practicable as ".  .the information is reasonably obtainable from management’s 
accounts and records and that providing the information in his report does not require the auditor to 
assume the position of a preparer of financial information.” For example, i f  the information can be 
obtained from the accounts and records without the auditor substantially increasing the effort that 
would normally be required to complete the audit, the information should be presented in the 
auditors report.
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s ta tu to ry  accounting practices. In  th is  illu s tra tiv e  report, i t  is assumed th a t 
the effects on the s ta tu to ry  fin a n c ia l sta tem ents o f the  differences between 
GAAP and the  s ta tu to ry  accounting practices are n o t reasonably determ inable .
In d e p e n d e n t A u d ito r ’s R e p o rt
To th e  B o a rd  o f D ire c to rs
A B C  P ro p e rty  a n d  L ia b il it y  C o m pa n y
W e ha ve  a u d ite d  th e  a cco m p a n y in g  s ta tu to ry  s ta te m e n ts  o f a d m itte d  assets, 
l ia b ilit ie s ,  a n d  s u rp lu s  o f A B C  P ro p e rty  a n d  L ia b il it y  C o m pa n y  as o f D ecem ber 
3 1 , 20X 2  a n d  2 0X 1 , a n d  th e  re la te d  s ta tu to ry  s ta te m e n ts  o f inco m e  a n d  changes  
in  s u rp lu s , a n d  cash flo w s  fo r  th e  ye a rs  th e n  ended. T hese f in a n c ia l s ta te m e n ts  
a re  th e  re s p o n s ib ility  o f th e  C o m pa n y ’s m a n a g e m e n t. O u r re s p o n s ib ility  is  to  
express a n  o p in io n  on  th e se  f in a n c ia l s ta te m e n ts  based on  o u r a u d its .
W e conducted  o u r a u d its  in  accordance w ith  a u d it in g  s ta n d a rd s  g e n e ra lly  
accepted  in  th e  U n ite d  S ta te s  o f A m e ric a .** T hose s ta n d a rd s  re q u ire  th a t  w e  
p la n  a n d  p e rfo rm  th e  a u d it  to  o b ta in  rea so n a b le  a ssu ra n ce  a b o u t w h e th e r th e  
f in a n c ia l s ta te m e n ts  a re  fre e  o f m a te r ia l m is s ta te m e n t. A n  a u d it  in c lu d e s  
e x a m in in g , on  a te s t b a s is , ev idence  s u p p o rtin g  th e  a m o u n ts  a n d  d isc lo su re s  
in  th e  f in a n c ia l s ta te m e n ts . A n  a u d it  a lso  in c lu d e s  assessing  th e  a c c o u n tin g  
p rin c ip le s  used  a n d  s ig n if ic a n t e s tim a te s  m ade b y  m an a g e m e n t, as w e ll as 
e v a lu a tin g  th e  o v e ra ll f in a n c ia l s ta te m e n t p re s e n ta tio n . W e b e lie ve  th a t  o u r  
a u d its  p ro v id e  a  rea so n a b le  b a s is  fo r  o u r o p in io n .
A s  describ e d  m ore  fu l ly  in  N o te  X  to  th e  f in a n c ia l s ta te m e n ts , th e  C o m pa n y  
p re p a re d  these  f in a n c ia l s ta te m e n ts  u s in g  a c c o u n tin g  p ra c tic e s  p re sc rib e d  o r 
p e rm itte d  b y  th e  In s u ra n c e  D e p a rtm e n t o f th e  S ta te  o f [S ta te  o f d o m ic ile ], 
w h ic h  p ra c tic e s  d if fe r  fro m  g e n e ra lly  accepted  a c c o u n tin g  p rin c ip le s . T he  
e ffe c ts  on  th e  f in a n c ia l s ta te m e n ts  o f th e  va ria n c e s  b e tw e e n  s ta tu to ry  a cco u n t­
in g  p ra c tic e s  a n d  a c c o u n tin g  p r in c ip le s  g e n e ra lly  accepted  in  th e  U n ite d  S ta te s  
o f A m e rica , a lth o u g h  n o t rea so n a b ly  d e te rm in a b le , a re  p resum ed  to  be m a te ria l.
In  o u r o p in io n , because o f th e  e ffe c ts  o f th e  m a tte r  d iscussed  in  th e  p re ce d in g  
p a ra g ra p h , th e  f in a n c ia l s ta te m e n ts  re fe rre d  to  above do n o t p re s e n t fa ir ly ,  in  
c o n fo rm ity  w ith  a c c o u n tin g  p rin c ip le s  g e n e ra lly  accepted  in  th e  U n ite d  S ta te s  
o f A m e ric a , th e  f in a n c ia l p o s itio n  o f A B C  P ro p e rty  a n d  L ia b il i t y  C o m pa n y  as 
o f D ecem ber 31 , 20X 2  a n d  20X 1 , o r th e  re s u lts  o f its  o p e ra tio n s  o r  its  cash  flo w s  
fo r  th e  ye a rs  th e n  ended.
In  o u r o p in io n , th e  f in a n c ia l s ta te m e n ts  re fe rre d  to  above p re s e n t fa ir ly ,  in  a ll 
m a te r ia l respects , th e  a d m itte d  asse ts, lia b ilit ie s ,  a n d  s u rp lu s  o f A B C  P ro p e rty  
a n d  L ia b il i t y  C o m pa n y  as o f D ecem ber 31, 20X 2  a n d  20X 1 , a n d  th e  re s u lts  o f  
its  o p e ra tio n s  a n d  its  cash  flo w s  fo r  th e  ye a rs  th e n  ended , on th e  b a s is  o f  
a c c o u n tin g  d e scrib e d  in  N o te  X .
[S ig n a tu r e ]
[Date]
Limited Use Reports
8.28 P rescribed-or-perm itted  s ta tu to ry  accounting practices fo r in s u r­
ance enterprises are considered an o ther comprehensive bases o f accounting 
(OCBOA) as described in  SAS No. 62. I f  an insurance e n tity ’s s ta tu to ry  
fin a n c ia l sta tem ents are in tended  sole ly fo r f il in g  w ith  sta te  reg u la to ry  
a u th o ritie s  to  whose ju r is d ic tio n  the insurance e n tity  is subject, the a u d ito r 
m ay use the  fo rm  o f rep o rt fo r fin a n c ia l statem ents prepared in  accordance 
w ith  a com prehensive basis o f accounting o ther th a n  GAAP. Such rep o rting  is 
appropria te  even though  the  a u d ito r’s repo rt m ay be made a m a tte r o f pub lic  
record (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 623.05f). However, th a t
* S e e  f o o t n o t e  ‡  t o  p a r a g r a p h  8 . 0 3 .
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paragraph fu rth e r states th a t lim ite d  use reports  m ay be used on ly i f  the 
financia l statements and report are intended solely fo r filin g  w ith  the  regula tory 
agencies to whose ju risd ic tio n  the insurance e n tity  is subject. The a ud ito r’s report 
should contain a statem ent th a t there is a restric tion  on the use o f the s ta tu tory 
financia l statements to those w ith in  the insurance enterprise and fo r filin g  w ith  
the state regu la tory authorities to whose ju risd ic tio n  the enterprise is subject.
8.29 A lthough  a u d itin g  standards do no t p ro h ib it an a u d ito r from  issu ing  
lim ite d  use and general use reports  on the  same s ta tu to ry  fin an c ia l statem ents 
o f an insurance e n tity , i t  is  p re ferable  to issue on ly one o f those types o f reports. 
Few, i f  any, insurance enterprises th a t do no t prepare fin a n c ia l sta tem ents in  
con fo rm ity  w ith  GAAP w ill be able to  fu l f i l l  a ll o f th e ir  rep o rting  ob ligations 
w ith  lim ite d  use s ta tu to ry  fin a n c ia l statem ents.
8.30 F o llow ing  is an illu s tra tio n , adapted from  paragraph 8 o f SAS No. 62 
(A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 623.08), o f an u nq ua lified  
a u d ito r’s re p o rt on lim ite d  use fin a n c ia l statem ents prepared in  con fo rm ity  
w ith  s ta tu to ry  accounting practices.
In d e p e n d e n t A u d ito r ’s R e p o rt
To th e  B o a rd  o f D ire c to rs
A B C  P ro p e rty  a n d  L ia b il i t y  C o m pa n y
W e h a ve  a u d ite d  th e  a cco m p a n y in g  s ta tu to ry  s ta te m e n ts  o f a d m itte d  assets, 
lia b ilit ie s ,  a n d  s u rp lu s  o f A B C  P ro p e rty  a n d  L ia b il i t y  C o m p a n y  as o f  D ecem ber 
3 1 , 20X 2  a n d  2 0 X 1 , a n d  th e  re la te d  s ta tu to ry  s ta te m e n ts  o f in co m e  a n d  changes  
in  s u rp lu s , a n d  cash flo w s , fo r  th e  ye a rs  th e n  ended. These f in a n c ia l s ta te m e n ts  
a re  th e  re s p o n s ib ility  o f th e  C o m pa n y ’s m a n a g e m e n t. O u r re s p o n s ib ility  is  to  
express a n  o p in io n  on  these  f in a n c ia l s ta te m e n ts  based on  o u r a u d its .
W e co n d uc te d  o u r a u d its  in  accordance w ith  a u d it in g  s ta n d a rd s  g e n e ra lly  
accepted  in  th e  U n ite d  S ta te s  o f A m e ric a .†† T hose s ta n d a rd s  re q u ire  th a t  w e  
p la n  a n d  p e rfo rm  th e  a u d it  to  o b ta in  rea so n a b le  assu ra n ce  a b o u t w h e th e r th e  
f in a n c ia l s ta te m e n ts  a re  fre e  o f m a te r ia l m is s ta te m e n t. A n  a u d it in c lu d e s  
e x a m in in g , on  a  te s t b a s is , ev idence  s u p p o rtin g  th e  a m o u n ts  a n d  d isc lo su re s  
in  th e  f in a n c ia l s ta te m e n ts . A n  a u d it a lso  in c lu d e s  assessing  th e  a c c o u n tin g  
p rin c ip le s  used  a n d  s ig n if ic a n t e s tim a te s  m ade  b y  m an a g e m e n t, as w e ll as 
e v a lu a tin g  th e  o v e ra ll f in a n c ia l s ta te m e n t p re s e n ta tio n . W e b e lie ve  th a t  o u r  
a u d its  p ro v id e  a rea so n a b le  b a s is  fo r  o u r o p in io n .
A s  d e scrib e d  m ore  fu l ly  in  N o te  X  to  th e  f in a n c ia l s ta te m e n ts , th e se  f in a n c ia l 
s ta te m e n ts  w e re  p re p a re d  in  c o n fo rm ity  w ith  a cc o u n tin g  p ra c tic e s  p re sc rib e d  
o r p e rm itte d  b y  th e  In s u ra n c e  D e p a rtm e n t o f  th e  S ta te  o f [S ta te  o f d o m ic ile ] 
w h ic h  is  a co m p re h e n s ive  b a s is  o f a c c o u n tin g  o th e r th a n  g e n e ra lly  accepted  
a c c o u n tin g  p rin c ip le s .
In  o u r o p in io n , th e  f in a n c ia l s ta te m e n ts  re fe rre d  to  above p re s e n t fa ir ly ,  in  a ll 
m a te r ia l respec ts , th e  a d m itte d  assets, l ia b ilit ie s ,  a n d  s u rp lu s  o f A B C  P ro p e rty  
a n d  L ia b il it y  C o m pa n y  as o f D ecem ber 31, 20X 2  a n d  20X 1 , a n d  th e  re s u lts  o f 
i t s  o p e ra tio n s  a n d  its  cash  flo w s  fo r  th e  ye a rs  th e n  ended , on  th e  b a s is  o f 
a c c o u n tin g  d e sc rib e d  in  N o te  X .
T h is  re p o r t is  in te n d e d  s o le ly  fo r  th e  in fo rm a tio n  a n d  use o f th e  b o a rd  o f 
d ire c to rs  a n d  th e  m a n a g e m e n t o f A B C  P ro p e rty  a n d  L ia b il ity  C o m pa n y  a n d  
s ta te  in s u ra n c e  d e p a rtm e n ts  to  w hose ju r is d ic t io n  th e  C o m p a n y  is  s u b je c t and  
is  n o t in te n d e d  to  be a n d  s h o u ld  n o t be used  b y  a nyone  o th e r  th a n  th e se  sp e c ifie d  
p a rtie s .
[ S ig n a tu r e ]
[D a te ]
† S e e  f o o t n o t e  ‡  t o  p a r a g r a p h  8 . 0 3 .
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General Use and Limited Use Reports
8.31 The notes accom panying an insurance en te rp rise ’s s ta tu to ry  fin a n ­
c ia l sta tem ents should conta in  a sum m ary o f s ign ifican t accounting policies 
th a t discusses s ta tu to ry  accounting practices and describes how th is  basis 
d iffe rs  from  GAAP (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 623.10.) In  
general use s ta tu to ry  fin a n c ia l sta tem ents, the effects o f the differences should 
be disclosed, i f  quan tified . However, in  lim ite d  use s ta tu to ry  fin a n c ia l s ta te ­
m ents, the effects o f the differences need not be qua n tifie d  or disclosed.
8.32 The a u d ito r should consider the  need fo r an exp lanatory paragraph 
(or o ther exp lanatory language) under the  circum stances described in  SAS No. 
58 (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 508.11), and SAS No. 62 
(A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 623.31), regardless o f any o f 
the  fo llow ing .
а . The type o f repo rt— general use or lim ite d  use.
b . The op in ion  expressed— u nq ua lified , qua lified , or adverse.
c. W hether the  a u d ito r is  rep o rting  as to  con fo rm ity  w ith  GAAP or 
con fo rm ity  w ith  the s ta tu to ry  accounting practices.
F or example, in  a general use report, an au d ito r m ay express an adverse opin ion 
as to  con fo rm ity  w ith  GAAP and an unq ua lifie d  op in ion  as to  con fo rm ity  w ith  
the s ta tu to ry  accounting practices, and also conclude there  is  a need to  add an 
exp lanatory paragraph regard ing  su bstan tia l doubt about the insurance en­
t i t y ’s a b ility  to  continue as a going concern; such paragraph should fo llow  both  
op in ion  paragraphs.
8.33 The a u d ito r m ay w ish  to  emphasize a m a tte r in  a separate para ­
graph o f the a u d ito r’s rep o rt (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  A U  secs. 508.37 
and 623.31). W hen an insurance e n tity  prepares its  fin a n c ia l sta tem ents using  
accounting practices prescribed o r pe rm itted  by the regu la to ry  a u th o rity  o f the 
state o f dom icile  and has s ign ifican t transactions th a t i t  reports  us ing  p e rm it­
ted accounting practices th a t m a te ria lly  affect the insurance e n tity ’s s ta tu to ry  
cap ita l, the  a u d ito r is s trong ly  encouraged to  include an em phasis-of-m atter 
paragraph in  the  rep o rt describ ing the pe rm itted  practices and th e ir  effects on 
s ta tu to ry  cap ita l.
8.34 A n  exam ple o f an em phasis-o f-m atter paragraph fo llows:
A s d iscussed  in  N o te  X  to  th e  f in a n c ia l s ta te m e n ts , th e  C o m pa n y  rece ive d  
p e rm is s io n  fro m  th e  In s u ra n c e  D e p a rtm e n t o f th e  [S ta te  o f d o m ic ile ] in  2 0 X X  
to  w r ite  u p  its  hom e o ffice  p ro p e rty  to  a p p ra ise d  v a lu e ; u n d e r p re sc rib e d  
s ta tu to ry  a c c o u n tin g  p ra c tic e s  hom e o ffice  p ro p e rty  is  c a rr ie d  a t d e p re c ia te d  
cost. A s  o f D ecem ber 31 , 20X 5 , th a t  p e rm itte d  a c c o u n tin g  p ra c tic e  in c rea se d  
s ta tu to ry  s u rp lu s  b y  $ X X  m illio n  o ve r w h a t i t  w o u ld  ha ve  been h a d  th e  
p re s c rib e d  a c c o u n tin g  p ra c tic e s  been fo llo w e d .
8.35 I f  subsequent to  the in it ia l adoption o f the  revised M anua l there has 
been a change in  accounting p rinc ip les o r in  the  m ethod o f th e ir  app lica tion  
th a t has a m a te ria l effect on the  com parab ility  o f the company’s fin an c ia l 
statem ents, the  a u d ito r should re fe r to  the change in  an exp lanatory para ­
graph o f the  rep o rt (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 508.16). 
The exp lanatory  paragraph  (fo llow ing  the op in ion  paragraph) should id e n tify  
the na tu re  o f the  change and re fe r to  the note in  the fin a n c ia l sta tem ents th a t 
discusses the  change. The a u d ito r’s concurrence w ith  a change is im p lic it, 
unless the a u d ito r takes exception to  the  change in  expressing the  op in ion  as 
to  the fa ir  p resen ta tion  o f the  fin a n c ia l sta tem ents in  con fo rm ity  w ith  GAAP 
or the s ta tu to ry  accounting practices.
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8.36 A n  exam ple o f an exp lanatory paragraph  fo llow s:
A s d iscussed  in  N o te  X  to  th e  f in a n c ia l s ta te m e n ts , th e  C o m pa n y  changed  its
m e th o d  o f a c c o u n tin g  fo r  g u a ra n ty  fu n d s  a n d  o th e r assessm ents.
Special Reports
8.37 In  connection w ith  regu la to ry  requirem ents, states have requ ired  
the f il in g  o f special reports, such as those on loss reserves and in te rn a l 
contro l.‡‡ In  add ition , independent aud ito rs  m ay provide o ther services in  
connection w ith  regu la to ry  requ irem ents, such as N A IC  exam inations, o r o ther 
services, to  com ply w ith  sta te  regu la tions. Special reports such as th a t il lu s ­
tra te d  in  E x h ib it 8-1 m ay also app ly in  o the r circum stances. C e rta in  regu la to ry  
a u th o ritie s  m ay request opinions on loss reserves in  connection w ith  licensing  
app lica tions or o ther p lanned transactions. For exam ple, an insurance com­
pany ho ld ing  a ce rtifica te  o f a u th o rity  as su re ty  on federa l bonds m ay be 
requ ired  to  su bm it to  the  U.S. T reasury  D epartm en t a rep o rt by an inde­
pendent a u d ito r on its  loss reserves.
Special Reports on Loss Reserves
8.38 E x h ib it 8-1 illu s tra te s  an a u d ito r’s repo rt expressing an op in ion  on 
a company’s lia b ilit ie s  fo r unpa id  losses and loss-ad justm ent expenses and the 
schedule o f lia b ilit ie s  fo r unpa id  losses and loss-ad justm ent expenses th a t 
w ou ld  accompany the report.
8.39 The procedures perform ed to issue an op in ion  on the  lia b ilit ie s  fo r 
unpa id  losses and loss-ad justm ent expenses m ay be m ore extensive th a n  those 
requ ired  fo r te s ting  those accounts as p a rt o f an a u d it o f the  basic fin an c ia l 
statem ents. A n y  such a dd itio na l procedures are genera lly  completed in  con­
ju n c tio n  w ith  the  general a ud it. According ly, an op in ion  on the lia b ilit ie s  fo r 
unpa id  losses and loss-ad justm ent expenses o rd in a rily  should have the  same 
date as the rep o rt on the  basic fin a n c ia l statem ents.
8.40 Because o f the  na tu re  and significance o f the  lia b ilit ie s  fo r unpaid  
losses and loss-adjustment expenses in  an insurance company, the form  o f op in ion  
th a t is expressed on the  lia b ilit ie s  fo r unpa id  losses and loss-ad justm ent 
expenses genera lly  should be consistent w ith  the  op in ion  expressed on the 
aud ited  fin a n c ia l statem ents. F or example, i f  the  rep o rt on the lia b ilit ie s  fo r 
unpa id  losses and loss-ad justm ent expenses was q ua lified , the  rep o rt on the 
aud ited  fin a n c ia l sta tem ents should also be qua lified .
8.41 Changes in  estim ates th a t are disclosed in  the  fin a n c ia l statem ents 
on w h ich  the  a u d ito r has reported  should also be disclosed in  the  notes to the 
schedule o f lia b ilit ie s  fo r unpa id  losses and unpa id  loss-ad justm ent expenses 
accom panying the  a u d ito r’s special report. (See AP B O p in ion  No. 2 0 , A c c o u n t­
in g  C h a n g e s , paragraph  33.)
‡‡  On June  17, 2004, th e  SEC approved P C AO B A u d itin g  S tand a rd  N o. 2, A n  A u d it  o f  In te rn a l 
C o n tro l O ver F in a n c ia l R epo rting  P erfo rm ed in  C on ju nction  W ith  a n  A u d it  o f  F in a n c ia l S tatem ents. 
T h is  s ta n d a rd  app lies to  a u d its  o f th e  fin a n c ia l s ta tem en ts  o f issuers, as de fined by th e  Sarbanes-O x­
le y  A c t, and o th e r e n titie s  w hen  prescribed b y  th e  ru le s  o f th e  SEC (co lle c tive ly  re fe rre d  to  as 
“ issuers” ). P C AO B  A u d itin g  S tand a rd  No. 2 estab lishes re q u ire m e n ts  th a t a p p ly  w hen  an a u d ito r is  
engaged to  a u d it b o th  a n  is s u e r’s fin a n c ia l s ta tem en ts  and m anagem ent’s assessm ent o f th e  e ffective ­
ness o f in te rn a l con tro l over fin a n c ia l re p o rtin g . D ue to  th e  issuance o f PC AO B A u d itin g  S tand a rd  
No. 2, a re la te d  proposed s ta n d a rd  (PC AO B Release No. 2004-002) w o u ld  am end and supersede 
c e rta in  sections o f th e  P C AO B in te r im  s tandards, in c lu d in g  SAS No. 60. See th e  “ Preface” section o f 
th is  G uide fo r m ore d e ta ile d  in fo rm a tio n . R eg iste red p u b lic  accoun ting  firm s  m u s t com ply w ith  th e  
s tandards  o f th e  P C AO B in  connection w ith  th e  p re p a ra tio n  o r issuance o f any a u d it re p o rt on the  
fin a n c ia l s ta tem en ts  o f an issuer. The N A IC  is  c u rre n tly  e v a lu a tin g  p o te n tia l changes to  its  re q u ire ­
m ents fo r a ll insu rance  com panies, due to  th e  passage o f th e  Sarbanes-O xley A c t and re la te d  ru le s  
and  re g u la tio n s . Readers shou ld  be a le r t fo r any f in a l pronouncem ents.
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Exhibit 8-1
Special Report on Loss Reserves1
In d e p e n d e n t A u d ito r ’s R e p o rt
B o a rd  o f D ire c to rs  
X  In s u ra n c e  C o m pa n y
W e a re  m em b e rs  o f th e  A m e ric a n  In s t itu te  o f C e r tifie d  P u b lic  A c c o u n ta n ts  
(A IC P A ) a n d  a re  th e  in d e p e n d e n t p u b lic  a cco u n ta n ts  o f X  In s u ra n c e  C om pany. 
W e a ckn o w le d ge  o u r re s p o n s ib ility  u n d e r th e  A IC P A ’s C ode o f P ro fe ss io n a l 
C o n d u c t to  u n d e rta k e  o n ly  those  e ngagem en ts  w h ic h  w e  can  co m p le te  w ith  
p ro fe s s io n a l com petence.
W e h a ve  a u d ite d  th e  f in a n c ia l s ta te m e n ts  p re p a re d  in  c o n fo rm ity  w ith  a cco u n t­
in g  p rin c ip le s  g e n e ra lly  accepted  in  th e  U n ite d  S ta te s  o f A m e ric a  [o r  p re p a re d  
in  c o n fo rm ity  w ith  a c c o u n tin g  p ra c tic e s  p re sc rib e d  o r p e rm itte d  b y  th e  In s u r ­
ance D e p a rtm e n t o f  th e  S ta te  o f _____________________] o f X  In s u ra n c e  C o m pa n y
as o f D ecem ber 31 , 20X 0 , a n d  h a ve  issu e d  o u r re p o r t th e re o n  d a te d  M a rc h  1, 
2 0 X 1 . In  th e  cou rse  o f o u r  a u d it, w e  h a ve  a u d ite d  th e  e s tim a te d  l ia b il it ie s  fo r  
u n p a id  losses a n d  u n p a id  loss  a d ju s tm e n t expenses o f  X  In s u ra n c e  C o m p a n y  
as o f  D e ce m b e r 31 , 2 0 X 0 , as se t fo r th  in  th e  a cco m p a n y in g  sch e d u le  in c lu d in g  
c o n s id e ra tio n  o f th e  a s s u m p tio n s  a n d  m e th o d s  r e la t in g  to  th e  e s tim a tio n  o f 
such  lia b ilit ie s .
In  o u r o p in io n , th e  a cco m p a n y in g  sch edu le  p re se n ts  fa ir ly ,  in  a ll m a te r ia l 
resp e c ts , th e  e s tim a te d  u n p a id  losses a n d  u n p a id  loss  a d ju s tm e n t expenses o f 
X  In s u ra n c e  C o m p a n y  th a t  co u ld  be re a so n a b ly  e s tim a te d  a t D ecem ber 31, 
20X 0 , in  c o n fo rm ity  w ith  a c c o u n tin g  p ra c tice s  p re s c rib e d  o r p e rm itte d  b y  th e
In s u ra n c e  D e p a rtm e n t o f th e  S ta te  o f _____________________on  a b a s is  c o n s is te n t
w ith  th a t  o f th e  p re ce d in g  ye a r.
T h is  re p o r t is  in te n d e d  s o le ly  fo r  th e  in fo rm a tio n  a n d  use o f  re g u la to ry  agencies  
a n d  is  n o t in te n d e d  to  be a n d  s h o u ld  n o t be used  b y  anyone  o th e r th a n  these  
sp e c ifie d  p a rtie s .
[S ig n a tu r e ]
[D a te ]
1 I f  a significant period of time has elapsed between the date of the report on the financial 
statements and the date the auditor is reporting on the loss and loss adjustment expense reserves, 
the auditor may wish to include the following paragraph after the opinion paragraph: Because we 
have not audited any financial statements of X Insurance Company as of any date or for any period 
subsequent to December 31, 20X0, we have no knowledge of the effects, if any, on the liability for unpaid 
losses and unpaid loss adjustment expenses of events that may have occurred subsequent to the date of 
our audit.
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X Insurance Company 
Schedule of Liabilities for Losses 
and Loss Adjustment Expenses 
December 31, 20X0
L ia b ility  fo r losses $XX,XXX,XXX
L ia b ility  fo r loss-ad justm ent expenses X ,XXX ,XX X
T o ta l $XX,XXX,XXX
N ote  1—B asis o f p re s e n ta tio n
The above schedule has been prepared in  con fo rm ity  w ith  accounting prac­
tices prescribed o r p e rm itte d  by the  Insurance D epartm en t o f the State o f 
_________________. [S ig n i f ic a n t  d iffe re n c e s  be tw een s ta tu to ry  p ra c tic e s  a n d  g e n ­
e ra lly  acce p ted  a c c o u n tin g  p r in c ip le s  f o r  th e  c a lc u la t io n  o f  th e  above  a m o u n ts  
s h o u ld  be d e s c rib e d  b u t th e  m o n e ta ry  e ffe c t o f  a n y  s u c h  d iffe re n c e s  need n o t be 
s ta te d .]
Losses and loss ad justm ent expenses are provided fo r w hen incu rred  in  
accordance w ith  the  applicable requ irem ents o f the insurance law s [a n d / o r
re g u la t io n s ] o f the State o f ___________________ . Such provisions include (1)
in d iv id u a l case estim ates fo r reported  losses, (2) estim ates received from  o ther 
insure rs  w ith  respect to  reinsurance assumed, (3) estim ates fo r unreported  
losses based on past experience m odified fo r cu rre n t trends, and (4) estim ates 
o f expenses fo r inve s tiga ting  and se ttlin g  claim s.
N ote  2—R e in su ra n ce
The Com pany re insures ce rta in  portions o f its  lia b il ity  insurance coverages 
to  l im it  the am ount o f loss on in d iv id u a l cla im s and purchases catastrophe 
insurance to  p ro tect aga inst aggregate single occurrence losses. C erta in  por­
tions o f p rope rty  insurance are re insured  on a quota share basis.
The lia b il ity  fo r losses and the  lia b il ity  fo r loss ad justm ent expenses were 
reduced by $XXX,XXX and $XXX,XXX, respective ly, fo r re insurance ceded to 
o the r companies. C on tingen t lia b il ity  exists w ith  respect to  re insurance w h ich  
w ou ld  become an actua l l ia b il ity  in  the event the re in su rin g  companies, or any 
o f them , m ig h t be unable to  m eet th e ir  ob liga tions to  the Com pany under 
ex is ting  re insurance agreements.
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Audit* Objectives
SAS No. 57, A u d it in g  A c c o u n t in g  E s t im a te s , states th a t the  a u d ito r’s objective 
when eva lua ting  accounting estim ates is to  ob ta in  su ffic ien t com petent eviden­
t ia l m a tte r to  provide reasonable assurance th a t—
a. A ll accounting estim ates th a t could be m a te ria l to  the fin an c ia l 
sta tem ents have been developed.
b. Those accounting estim ates are reasonable in  the circum stances.
c. The accounting estim ates are presented in  con fo rm ity  w ith  app lica­
ble accounting p rinc ip les and are p rope rly  disclosed.
W hen a u d itin g  a p ro p e rty /lia b ility  insurance company, the a u d ito r is p rim a r­
i ly  concerned w ith  ob ta in ing  su ffic ien t com petent e v id en tia l m a tte r to  support 
the assertions inh e re n t in  a company’s fin a n c ia l statem ents. SAS No. 31, 
E v id e n t ia l M a t te r ,  as amended by SAS No. 80, A m e n d m e n t to  S ta te m e n t on  
A u d it in g  S ta n d a rd s  N o . 3 1 , E v id e n tia l M a tte r, describes the re la tio n sh ip  
between assertions embodied in  the fin a n c ia l statem ents, a u d it objectives, and 
substantive  a u d it procedures.
Audit Planning†
In  p la nn ing  the  a ud it, the  a u d ito r should ob ta in  a thorough unders tand ing  o f 
the  company’s overa ll operations in c lu d in g  its  c la im  reserving  and paym ent 
practices. In  a dd ition , the a u d ito r should ob ta in  o r update h is  o r he r knowledge 
o f the e n tity ’s business and the  various economic, fin an c ia l, and o rgan iza tiona l 
conditions th a t create risks  fo r companies in  the  insurance ind us try .
The a u d ito r pe rfo rm ing  or superv is ing  the  a u d it o f loss reserves should have 
know ledge about loss reserv ing  in c lu d in g  know ledge about the  k ind (s) o f 
insurance fo r w h ich  a reserve is being established and an unders tand ing  o f the  
appropria te  m ethods ava ilab le  fo r ca lcu la ting  loss reserves. Knowledge about 
loss reserv ing  is o rd in a rily  obta ined th rough  experience, tra in in g  courses, and 
by consu lting  sources such as in d u s try  pub lica tions, textbooks, periodicals, and 
in d iv id u a ls  know ledgeable about loss reserving. As sta ted in  C hapter 4 o f th is  
guide, i f  the  a u d ito r is  no t a loss reserve specia list, he or she should use the 
w o rk  o f an outside loss reserve specia list in  the  a ud it. The a u d ito r should obta in
In  M a rc h  2004, th e  P C A O B  issued a proposed a u d itin g  s ta n d a rd  e n tit le d  C on fo rm in g  
A m endm en ts to  P C AO B  In te r im  S ta n d a rd s  R e s u ltin g  F ro m  the A d o p tio n  o f  P C AO B  A u d it in g  
S ta n d a rd  No. 2 , A n  A u d it o f In te rn a l C o n tro l O ver F in a n c ia l R e p o rtin g  P erfo rm ed in  C o n ju nc tion  
W ith  an A u d it o f F in a n c ia l S ta tem ents. The proposed s tan da rd  w o u ld  am end and supersede ce rta in  
sections o f th e  P C AO B in te r im  s tandards, in c lu d in g  A U  section 508. R egiste red p u b lic  accounting  
firm s  m u s t com ply w ith  th e  standards  o f th e  P C AO B in  connection w ith  th e  p re p a ra tio n  o r issuance 
o f any a u d it re p o rt on th e  fin a n c ia l s ta tem en ts  o f an  issuer. R egiste red p u b lic  accoun ting  firm s  
a u d itin g  th e  fin a n c ia l s ta tem en ts  o f issuers shou ld  keep a le r t to  an y f in a l s ta n d a rd  issued b y  the  
P C AO B and f in a l SEC ap p rova l o f th a t s tan da rd . See th e  “ Preface” section o f th is  G uide fo r m ore 
in fo rm a tio n .
†  See th e  “Preface” section o f th is  G uide fo r descrip tions o f new  ru le s  and re gu la tio ns .
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a leve l o f know ledge about loss reserving  th a t w ou ld  enable h im  o r her to 
understand the  m ethods o r assum ptions used by the  specialist.
O rd in a rily , a u d it procedures perform ed to ob ta in  su ffic ien t evidence to  sup­
p o rt assertions about loss reserves are tim e  consum ing and m ay be perform ed 
m ost e ffic ie n tly  when in itia te d  ea rly  in  the fie ldw ork.
The a u d ito r should determ ine th a t a ll loss reserve components, a ll lines o f 
business, and a ll accident years th a t could be m ate ria l to the financia l statements 
have been considered in  developing the  overa ll reserve estim ate. The compo­
nents o f loss reserves are described in  C hapter 4 o f th is  guide.
The estim ate o f loss reserves w ill freq ue n tly  affect o the r accounting estim ates 
contained in  the fin a n c ia l statem ents. The a u d ito r should evaluate accounting 
estim ates fo r such item s as contingent commissions, retrospective p rem ium  
adjustm ents, po licyho lder d ividends, recove rab ility  o f deferred acqu is ition  
costs, p rem ium  deficiencies, state assessments based on losses paid, m in im u m  
s ta tu to ry  reserves, and the lia b il ity  o r a llowance fo r unauthorized  or unco llect­
ib le  reinsurance.
Audit Risk and Materiality‡
A u d it r is k  and m a te r ia lity  are the  key c r ite r ia  in  de te rm in ing  the  na tu re , 
tim in g , and exten t o f a u d it procedures to  be perform ed and in  eva lua ting  
w he ther the  fin a n c ia l sta tem ents taken  as a whole are presented fa ir ly . 
C onsiderations o f a u d it r is k  and m a te r ia lity  should be addressed in  the  p lan ­
n in g  stage o f an a u d it and should be used to  develop and support an a u d it 
approach. F or m ost insurance companies, the  la rgest l ia b ility  on the balance 
sheet is loss reserves, and the  la rgest expense on the  income sta tem ent is 
incu rred  losses; therefore, both  are m a te ria l to  the  fin a n c ia l statem ents. In  
add ition , loss reserve estim ates are based on subjective judgm ents and, the re ­
fore, invo lve a h igh  leve l o f inh e re n t ris k . For these reasons, loss reserves 
ty p ic a lly  are the  area w ith  the  h ighest a u d it r is k  in  a p rope rty  and lia b ility  
insurance e n tity .
SAS No. 47, A u d i t  R is k  a n d  M a te r ia l i t y  in  C o n d u c t in g  a n  A u d i t  (A IC PA , 
P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 312), as amended, provides guidance on 
a u d it r is k  and m a te r ia lity  as they re la te  to p la nn ing  and pe rfo rm ing  an aud it. 
SAS No. 98, O m n ib u s  S ta te m e n t on  A u d i t in g  S ta n d a rd s ,  c la rifies  th a t aud itors 
should include both  q u a lita tive  and q u a n tita tive  considerations when eva lua t­
in g  m isstatem ents and specifies the im portance o f in d iv id u a l and aggregate 
m issta tem ent analysis. M a te r ia lity  judgm ents are made in  lig h t o f su rround ing  
circum stances and the  a u d ito r’s consideration o f m a te r ia lity  is  a m a tte r o f 
professional jud gm e n t and is in fluenced by the  a u d ito r’s perception o f the  needs 
o f a reasonable person re ly in g  on the fin a n c ia l statem ents. Some factors to  be 
considered in  estab lish ing  m a te r ia lity  levels fo r estim ates such as loss reserves 
are the  company’s opera ting  resu lts  and the company’s fin a n c ia l position. The 
a u d ito r should also consider the m easurem ent bases th a t exte rna l fin an c ia l 
s ta tem ent users w ill focus on when m ak ing  decisions.
SAS No. 47, as amended by SAS No. 96, A u d i t  D o c u m e n ta t io n  (A IC PA , 
P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 312), requ ires the  a u d ito r to  document 
the na tu re  and effect o f aggregated m isstatem ents. The a u d ito r should also 
docum ent h is  or he r conclusion as to w he ther the  aggregated m isstatem ents 
cause the  fin a n c ia l sta tem ents to be m a te ria lly  m isstated. A d d itio n a lly , SAS 
No. 47 states th a t the a u d ito r has a resp on s ib ility  to  p lan  and perfo rm  the a u d it
‡ See the “Preface” section of this Guide for descriptions of new rules and regulations.
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to  ob ta in  reasonable assurance th a t m isstatem ents, w he ther caused by e rro r 
or fraud , th a t are m a te ria l to  the fin a n c ia l statem ents are detected. SAS No. 
99, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l S ta te m e n t A u d i t  (A IC P A , P ro fe s ­
s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 316),1 provides specific guidance to  aud ito rs  
in  fu lf i ll in g  th e ir  resp on s ib ility  to  p la n  and perfo rm  the  a u d it to  ob ta in  reason­
able assurance about w he ther the fin a n c ia l sta tem ents are free o f m a te ria l 
m issta tem ent caused by fraud . C hapter 2, “A u d it C onsiderations,” contains a 
deta iled  discussion o f SAS No. 99.
SAS No. 47 defines a u d it r is k  as “the  r is k  th a t the a u d ito r m ay unknow ing ly  
fa il to appropriate ly m odify h is  opinion on financia l statements th a t are m a te ria lly  
m issta ted.” In  o ther words, a u d it r is k  is the  r is k  th a t the  a u d ito r w il l  give an 
unq ua lifie d  op in ion  on fin a n c ia l sta tem ents th a t are m a te ria lly  incorrect. SAS 
No. 47 states th a t a u d it r is k  consists o f three components:
1. In h e re n t  r is k  is  the  su scep tib ility  o f an assertion to  a m a te ria l 
m issta tem ent, assum ing th a t there  are no re la ted  controls. The r is k  
o f such m issta tem ent is g rea te r fo r some assertions and re la ted  
balances or classes th an  fo r others. In  a dd ition  to  those factors th a t 
are pecu lia r to  a specific assertion fo r an account balance or class o f 
transactions, factors th a t re la te  to several or a ll o f the balances or 
classes m ay in fluence the  inh e re n t r is k  re la ted  to  an assertion fo r a 
specific balance or class. Loss reserves genera lly  are based on sub­
jec tive  judgm ents about the  occurrence o f ce rta in  events th a t have 
not ye t been fu lly  reported, developing trends, and the outcome o f 
fu tu re  events. Due to  the  sub jec tiv ity  and in h e re n t im precis ion  
invo lved in  m ak ing  such judgm ents, es tim a ting  loss reserves re ­
q u ire s  considerab le  a n a ly tic a l a b ility  and an extensive  u n d e r­
s tand ing  o f the business.
2. C o n tro l r is k  is  the  r is k  th a t a m a te ria l m issta tem en t th a t could occur 
in  an assertion w ill  n o t be prevented o r detected on a tim e ly  basis by 
the  e n tity ’s controls. T h a t r is k  is a func tion  o f the  effectiveness o f the 
design and operation o f controls in  achieving the e n tity ’s broad control 
objectives re le va n t to  an a u d it o f the  e n tity ’s fin a n c ia l s ta tem ents . 
Some co n tro l r is k  w il l  a lw ays e x is t because o f th e  in h e re n t l im i­
ta tio n s  o f in te rn a l con tro l. The degree o f co n tro l r is k  associated 
w ith  s ig n ific a n t accounting  estim a tes is  u s u a lly  g re a te r th a n  the  
r is k  fo r o the r accounting  processes because accounting  estim ates 
invo lve  a g re a te r degree o f s u b je c tiv ity , are less suscep tib le  to  
co n tro l, and are m ore sub ject to  m anagem ent in fluence . I t  is  
d if f ic u lt  to  e s tab lish  con tro ls  over e rro rs  in  assum ptions o r e s ti­
m ates o f th e  fu tu re  outcom e o f events in  th e  same w ay th a t 
con tro ls  can be estab lished  over the  ro u tin e  accoun ting  fo r com­
p le ted  tran sac tio n s . In  a d d itio n , th e re  is  a p o te n tia l fo r m anage­
m en t to  be b iased about th e ir  assum ptions; accord ing ly , a h ig h  
leve l o f p ro fess iona l skep tic ism  shou ld  be exercised by th e  a u d ito r. 
The lik e lih o o d  th a t loss reserve estim ates w il l  co n ta in  m iss ta te ­
m ents o f a u d it im portance  can be reduced by us in g  com petent 
people in  the  e s tim a tio n  process and by im p le m e n tin g  p ractices 
to  enhance th e  reasonableness o f estim a tes, such as re q u ir in g  th a t 
persons m a k in g  th e  e s tim a te s  re ta in  docum ented  e x p la n a tio n s
1 The AICPA Practice Aid, F ra u d  D etection in  a G AAS A u d it— Revised E d it io n  assists auditors 
in understanding the requirements of SAS No. 99 and whether current audit practices effectively 
incorporate these requirements.
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and o ther support fo r assum ptions and m ethodologies used, and 
perfo rm  retrospective tests o f past perform ance.
3. D e te c tio n  r is k  is  the  r is k  th a t the a u d ito r w il l  no t detect a m a te ria l 
m issta tem ent th a t exists in  an assertion. D etection r is k  is a function  
o f the effectiveness o f an a u d itin g  procedure and o f its  app lica tion  by 
the  aud ito r. I t  arises p a rtly  from  unce rta in ties  th a t ex is t when the 
a u d ito r does no t exam ine 100 percent o f an account balance or class 
o f transactions and p a rtly  because o f o the r unce rta in ties  th a t exist 
even i f  he or she were to exam ine 100 percent o f the  balance o r class. 
Such o ther unce rta in ties  arise because an a u d ito r m ig h t select an 
inapp rop ria te  a ud itin g  procedure, m isapp ly  an appropria te  proce­
dure, o r m is in te rp re t the a u d it resu lts. These o ther unce rta in ties  can 
be reduced to a neg lig ib le  leve l th rough  adequate p la nn ing  and 
supervis ion and conduct o f a f irm ’s a u d it p ractice in  accordance w ith  
appropria te  q u a lity  contro l standards. Due to  the  re la tiv e ly  h igh  
inh e re n t and contro l r is k  associated w ith  loss reserves, detection r is k  
is s ign ifican t in  the a u d it o f loss reserves b u t m ay be m itig a ted  by 
adequate p lann ing , supervision, and conduct o f the  a ud it. Adequate 
p la nn ing  should id e n tify  the  ex is ting  in h e re n t and contro l r is k  fac­
to rs so th a t they m ay be adequately addressed in  the aud it.
T h is  appendix ide n tifie s  some o f the  m atte rs  th a t m ay in fluence a u d it r is k  in  
an a u d it o f the  fin a n c ia l sta tem ents o f a p rope rty  and lia b ility  insurance 
company. I t  emphasizes m a tte rs  re levan t to  the  p rem ium  cycle, the cla im s 
cycle, and the  investm en t cycle.
Premium Cycle
•  P re m iu m s
—  P rin c ip a l lines o f business w ritte n  (p roperty  o r l ia b ility , comm er­
c ia l o r personal, and so on)
—  Geographic, product, o r o ther concentrations
—  R ate-m aking  environm ent and policies o r practices
—  Changes in  p roduct m ix  or emphasis
—  E x te n t o f re trospective ly  ra ted  o r repo rting -fo rm  business and the  
e s tim a b ility  and tim e liness o f retrospective revenue o r expense 
de te rm ina tions
—  U nusua l, e rra tic , or su bs tan tia l changes in  prem ium s in  force
—  P ro p rie ty  o f p rem ium  revenue-recognition m ethods used
—  Evidence or expectations o f increased com petition, m a rke t sa tu­
ra tio n , o r dec lin ing  demand
—  S ign ifica n t accounting procedures perform ed a t o the r locations, 
such as branch offices versus the  home office
—  P rinc ip les and policies used by the  company in  recogn ition  o f 
prem ium s
—  S ta tis tica l coding system used to  support u n d e rw ritin g  functions
•  R e ce iva b le s
—  Suspense-account a c tiv ity  and co nd itio n  (fo r exam ple, la rge  or 
o ld  unc lea red  ite m s o r num erous o u ts ta n d in g  deb t and c re d it 
item s)
—  A gent s ta tem ent te rm s and financ ing  arrangem ents (fo r exam ple, 
extended c red it te rm s, expense supplem ents, loans, and p ro fit- 
sharing  arrangem ents)
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—  Agency concentra tion  (fo r example, s ign ifican t volum e from  lim ­
ite d  num bers o f agents)
—  Agency p ro fita b ility  (fo r example, d e riva tion  o f su bs tan tia l u n ­
p ro fitab le  business from  p a rtic u la r agents)
—  N onadm itted  asset trends (fo r example, sizable past-due or u n ­
cleared balances)
—  Com m ission arrangem ents (fo r exam ple, contingent commissions, 
or unusual commission structures th a t m ay encourage agent fraud)
—  A gen t-b ind ing  a u th o ritie s  to  accept u n d e rw ritin g  risks  or settle  
claim s w ith o u t p r io r approval
—  A gent com m ing ling  o f insu re r/insu red  funds collected in  a fid u c i­
a ry  capacity (fo r example, use o f th ird -p a rty  funds fo r opera ting  
or personal purposes)
—  Reasonableness o f estim ates fo r earned b u t u nb illed  prem ium s
—  Adequacy o f p rem ium  in s ta llm e n t paym ents to  provide su ffic ien t 
p ro tection  in  the  event o f po licy cancella tion
•  D e fe rre d  p o lic y -a c q u is it io n  costs
—  N atu re  o f costs deferred, p a rtic u la rly  those th a t va ry  in d ire c tly  
w ith  new business w ritte n
—  Frequency and adequacy o f recove rab ility  (p rem ium  deficiency) 
tests, p a rtic u la rly  regard ing  lin e  o f business groupings and e s ti­
m ated loss-ra tio  pro jections
•  R e in s u ra n c e
—  Changes in  r is k -re te n tio n  leve ls, in c lu d in g  ca tas tro ph ic  loss 
coverage
—  F ina nc ia l respons ib ility , and s ta b ility  o f ceding or assum ing re in ­
surers, in te rm ed ia ries , “ fro n tin g ” companies, pools and synd i­
cates, and so on
—  R e lia b ility , adequacy, and tim e liness o f fin an c ia l repo rting , pa r­
t ic u la r ly  in  the case o f re insurance assumed
—  Business purpose o f the  reinsurance transactions
Loss Reserves and Claims Cycle2
•  A  company’s p roduct m ix  m ay have a s ig n ifica n t effect on the  v a ria b il­
i ty  o f loss reserves. I t  is  m ore d if f ic u lt to  estim ate  loss reserves fo r 
lo n g -ta il lines o f business th a n  i t  is  to estim ate reserves fo r sh o rt-ta il 
lines o f business because events a ffecting  u ltim a te  c la im  se ttlem ent 
am ounts w ill occur a t a la te r  date
•  New products or new types o f risks generally w ill add to the subjectivity 
o f the loss reserving process because o f the company’s lack o f experience 
w ith  the new product and re la tive  lack o f re levant h is torica l data
•  D eductib les, po licy lim its , and the  re te n tio n  leve l o f specific lines o f 
business m ay have a s ign ifican t effect on the  v o la tility  o f losses to  be 
settled
•  Po licy lines w ith  a low  frequency and h ig h  severity  o f c la im  se ttle ­
m ents m ay e xh ib it more v a r ia b ility  th a n  po licy lines associated w ith  
a h igh  frequency and low  severity  o f c la im  settlem ents
2 See Chapter 4, “The Loss Reserving and Claims Cycle”, section “Auditing Loss Reserves” for 
new NAIC 2004 management/auditor/actuarial coordination requirements and potential scope 
expansion in the area of actuarial data integrity.
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F u tu re  in fla tio n  m ay re su lt in  u ltim a te  loss se ttlem ents d iffe re n t from  
the am ounts o rig in a lly  an tic ipa ted
Social in fla tio n , w h ich  arises from  the legal environm ent, as w e ll as 
recent ju r y  aw ards have th e  p o te n tia l to  increase u lt im a te  loss 
se ttlem ents
The leve l and consistency o f backlogs in  processing cla im s affect the 
s ta b ility  o f loss reserve analyses
The degree o f m anagem ent’s op tim ism  or skeptic ism  when estab­
lis h in g  loss reserve assum ptions m ay lead to flu c tua tion s  in  reserves 
The in tro d u c tio n  o f new policy form s m ay re s u lt in  an unan tic ipa ted  
expansion o f coverage. In  add ition , the  company m ay lack  h is to rica l 
data  fo r losses under the new policy form s
Changes in  regu la tions m ay cause insurance companies to  change 
th e ir  cla im s a d jus ting  practices; fo r example, a change in  regula tions 
m ay requ ire  an increase in  the  w a itin g  period before w orkers ’ compen­
sation benefits begin, or “bad fa ith ” c la im  se ttlem ent law s m ay a lte r 
se ttlem ent practices
C atastroph ic or unusua l losses m ay d is to rt h is to rica l experience. 
Reserves fo r ca tastroph ic losses, p a rtic u la rly  losses th a t occur near 
the end o f the  period, are d if f ic u lt to estim ate
Insurance company cash flow  considerations m ay re s u lt in  a change 
in  loss paym ent practices
The q u a lity  and experience o f personnel rev iew ing  a company’s loss 
reserves affect the overa ll contro l environm ent. F or example, a com­
pany th a t employs a q ua lified  actuary or an experienced loss reserve 
specia list to  rev iew  reserves is u sua lly  be tte r equipped to  estim ate loss 
reserves th a n  is a company th a t uses a less q ua lified  in d iv id u a l to 
perfo rm  th a t task
The proper fu nc tio n in g  o f contro ls over c la im  processing w ill reduce 
the p oss ib ility  o f e rro r in  the  data u nd e rly in g  loss reserve estim ates. 
The r is k  o f e rro r in  the  cla im s data base w ill be m in im ized  i f  controls 
are func tio n in g  as designed
The completeness and accuracy o f a company’s data base w ill affect 
the r is k  o f m issta tem ent in  assertions about loss reserves 
The accuracy and re lia b ility  o f claims data received from  outside sources 
(i.e., cedents, reinsurers, vo lun ta ry  and invo lun ta ry  r is k  pools, etc.) w ill 
also affect the r is k  o f m isstatem ent in  assertions about loss reserves 
The adequacy o f in fo rm a tion  and data produced by a company is 
c r it ic a l in  p ro jecting  loss reserves. F or example, a company capable o f 
accum ula ting  on ly basic data  on p rem ium  and loss experience gener­
a lly  poses a g rea te r ris k , a ll o ther th ings  being equal, th a n  does a 
company th a t is  capable o f accum ula ting  and ana lyz ing  more sophis­
tica ted  data
S ign ifica n t decentra liza tion  o f operations and reliance on in te rm e d i­
aries m ay increase contro l r is k
A  h igh  leve l o f delegation o f cla im s processing or ad jus ting  functions 
to  in te rm ed ia ries  or outside adjusters, w ith o u t adequate supervision, 
m ay re s u lt in  in e ffic ie n t c la im  hand ling  and inapp rop ria te  case re ­
serve estim ates
Changes in  delegated respons ib ilities  m ay re su lt in  changes in  claim s 
se ttlem ent pa tte rns  and thereby inva lid a te  h is to rica l c la im  experience
Property and L ia b ility  Insurance Companies
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•  The q u a lity  o f a company’s u n d e rw ritin g  and claim s s ta ff and its  
know ledge o f the  in d u s try  and contro l over the company’s exposure to  
loss w ill have a s ign ifican t effect on the loss reserving  process
•  E x is tin g  m anua l or com puterized systems m ay not be able to  cope w ith  
a change in  the volum e o f cla im s
•  Changes in  the  insurance company’s cla im s processing system m ay 
in va lid a te  the  h is to rica l data  used to  develop and evaluate loss re ­
serves. Types o f changes th a t m ay have th is  re su lt inc lude—
—  Changes in  c la im  classifica tion , such as coun ting  c la im ants in ­
stead o f coun ting  claim s, considering reopened claim s as IB N R  
claim s ra th e r th a n  as developm ent on reported  cla im s, and chang­
in g  the d e fin itio n  o f cla im s closed w ith o u t paym ent
—  Changes in  se ttlem ent pa tte rns, such as s low ing down the pay­
m en t o f cla im s to  increase the  ho ld ing  period o f investable  assets 
o r speeding up the  paym ent o f c la im s to  decrease the  effects o f 
in fla tio n
—  Changes in  case reserving methodologies, e ither exp lic it o r im p lic it, 
such as a change from  estim ating case basis reserves on an u ltim a te  
cost basis to estim ating  case-basis reserves on a cu rren t cost basis
—  Changes in  com puterized in fo rm a tio n  systems th a t re su lt in  
fas te r or slow er recogn ition  and paym ent o f claim s
Investment Cycle
•  S ig n ifica n t concentrations o f c red it r is k  w ith  one coun te rparty  or 
w ith in  one geographic area
•  S ig n ifica n t use o f deriva tive  securities, p a rtic u la rly  w ith o u t re levan t 
in-house expertise
•  H ig h  volumes o f bo rrow ing  or lend ing  o f securities
•  R e la tive ly  h ig h  v o la tility  in  in te re s t rates
•  Changes in  the  te rm s o f governm ent guarantees
•  A c tu a l p repaym ent experience th a t d iffe rs  s ig n ifica n tly  from  th a t 
an tic ipa ted
•  Declines in  the  values o f co lla te ra l und e rly in g  securities
•  Changes in  gua ran to r’s cla im s processing
•  S ig n ifica n t conversion options re la ted  to  the co lla te ra l (fo r example, 
va riab le  to  fixed  rates)
•  Sales and trans fe rs  from  the  h e ld -to -m a tu rity  securities p o rtfo lio
•  H ig h  volum e o f transactions in  the  availab le-for-sale  o r tra d in g  secu­
r it ie s  portfo lios
•  W ash sale transactions
•  U n ce rta in ty  regard ing  the  fin an c ia l s ta b ility  o f asset-backed securi­
ties services o r o f guarantors
•  Inves tm en t liq u id ity  (fo r example, investm ents w ith  te rm s and m a­
tu r it ie s  not balanced to m eet po licy c la im  obligations)
•  Investm ent va lu a tio n  (fo r example, im proper o r inadequate va lu a tio n  
m ethods or docum entation and ind ica tions o f p o te n tia l o r lik e ly  per­
m anen t im pa irm e n t)
•  Investm ent y ie ld  trends ( th a t is, the ind ica ted  a b ility  to  manage the 
investm en t po rtfo lio  a t m axim um  yie lds com m ensurate w ith  p ruden t 
r is k  considerations)
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•  Inves tm en t po licy (fo r example, undue emphasis in  speculative or 
h ig h -ris k  investm en t vehicles)
•  Investm ent res tric tion s  (th a t is, degree o f compliance w ith  regu la to ry  
o r self-im posed res tric tions)
A c q u is it io n  C o sts
•  D e fe rra l o f costs th a t va ry  w ith  and are p r im a r ily  re la ted  to the 
production  o f new  and renew al business
•  C ap ita lized  acqu is ition  costs app rop ria te ly  am ortized in  re la tio n  to 
p rem ium s earned
•  C ap ita lized  costs should be recoverable in  re la tio n  to an tic ipa ted  loss 
experience, an tic ipa ted  earned prem ium s, and o ther factors
•  The company’s accounting policy fo r acquisition costs consistently applied
O th e r
•  Adequacy o f p rem ium  and c la im  cu to ff procedures a t in te r im  and 
annua l rep o rting  dates
•  Accuracy and thoroughness o f s ta tis tica l coding system used fo r u n ­
d e rw ritin g  (p rem ium , loss, and expense) analysis
•  T im e liness and adequacy o f reconc ilia tion  procedures, p a rtic u la rly  in  
balancing accounting and s ta tis tica l records, inc lud ing  loss-development 
data
•  In d u s try  experience o f p rin c ip a l o fficers and employees
•  S ta tu to ry  compliance and solvency
•  Existence and exten t o f re la ted -p a rty  transactions
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Appendix B 
Illustrations o f A uditing  Objectives 
an d  Procedures
M ost o f the  independent a u d ito r’s w o rk  in  fo rm ing  an op in ion  on fin an c ia l 
sta tem ents consists o f ob ta in ing  and eva lua ting  e v iden tia l m a tte r concerning 
m anagem ent’s assertions in  fin a n c ia l sta tem ents. A sse rtions are rep re ­
sentations by m anagem ent th a t are embodied in  fin an c ia l sta tem ent compo­
nents. They can be e ith e r e xp lic it o r im p lic it and can be classified according to 
the  fo llow ing  broad categories:
•  E x is te n c e  o r  o ccu rre n ce— W hethe r the am ounts ex is t a t the  balance 
sheet date and w he ther recorded transactions have occurred d u rin g  
the  period
•  C o m p le tene ss— W hether a ll transactions and accounts th a t should be 
presented in  the  fin a n c ia l sta tem ents are included
•  R ig h ts  a n d  o b lig a t io n s — W hether assets are the  rig h ts  o f the company 
and lia b ilit ie s  are obliga tions o f the  company a t the  balance sheet date
•  V a lu a t io n  a n d  a llo c a t io n —W hether asset, lia b ility , revenue, and ex­
pense item s have been included in  the fin a n c ia l statem ents a t appro­
p ria te  am ounts
•  P re s e n ta tio n  a n d  d is c lo s u re — W hether item s in  the fin a n c ia l s ta te ­
m ents are p rope rly  classified, described, and disclosed
There is no t necessarily a one-to-one re la tionsh ip  between a u d it objectives 
and procedures. Some procedures m ay re la te  to more than  one objective. On 
the  o ther hand, a com bination  o f procedures m ay be needed to  achieve a single 
objective.
In  selecting p a rtic u la r substantive  tests to achieve the a u d it objectives th a t 
the  a u d ito r has developed, the  a ud ito r considers (1) h is  or he r assessment o f 
control r isk , (2) the re la tive  r is k  o f m isstatem ent due to e rro r or fraud  th a t would 
be m ate ria l to financia l statements, and (3) the expected effectiveness and 
effic iency o f tests. These considerations include the  na tu re  or m a te r ia lity  o f the 
item s being tested, the k inds  and competence o f ava ilab le  e v id en tia l m a tte r, 
and the na tu re  o f the a u d it objective to  be achieved. Because o f the  large  volum e 
o f transactions in  the prem ium  and claims cycle, aud it sam pling techniques—  
either s ta tis tica l or nonstatistica l— are often employed in  applying certa in tests.
The n a tu re , tim in g , and exten t o f the  procedures to  be applied on a p a rtic u la r 
engagem ent are m atte rs  o f professional judgm en t to  be determ ined by the  
a ud ito r based on the  specific circum stances. However, the  procedures adopted 
should be adequate to achieve the  a u d it objectives developed by the  aud ito r, 
and the e v id en tia l m a tte r obta ined should be su ffic ien t fo r the a u d ito r to  fo rm  
conclusions concerning the v a lid ity  o f the in d iv id u a l assertions embodied in  the 
components o f the fin a n c ia l statem ents. The com bination o f the  a u d ito r’s 
assessment o f contro l r is k  and resu lts  o f substantive  tests should provide a 
reasonable basis fo r the  a u d ito r’s opinion.
These illu s tra tio n s  are no t in tended to  be a ll-inc lus ive . As sta ted  ea rlie r, the  
a u d ito r m ust determ ine procedures based on the  specific circum stances. M ore 
de ta iled  a u d itin g  issues and procedures are discussed in  specific chapters o f 
th is  guide.
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e
r­
ly
in
g 
ca
lc
ul
at
io
ns
 
ar
e 
re
co
n­
cil
ed
 
to 
th
e 
re
co
rd
s,
 a
nd
 
ca
l­
cu
la
tio
ns
 
ar
e 
re
vi
ew
ed
 
an
d 
ap
pr
ov
ed
.
R
is
ks
 
co
ve
re
d 
by 
re
in
su
ra
n
ce
 
ag
re
em
en
ts
 
ar
e 
id
e
n
tif
ie
d
, 
pr
op
er
ly
 
de
si
gn
at
ed
, 
re
co
rd
ed
 
in 
th
e 
pr
em
iu
m
 
bi
lli
ng
 
an
d 
in
- 
fo
rc
e 
fil
es
, 
an
d 
re
po
rte
d 
to 
th
e
 
as
su
m
in
g 
co
m
pa
ny
.
Pr
em
iu
m
 
re
gi
st
er
 
is 
ba
la
nc
ed
 
pe
rio
di
ca
lly
 
to 
up
d
at
e
 
pr
em
iu
m
s 
in 
fo
rc
e.
P
re
m
iu
m
s 
w
rit
te
n 
ar
e 
re
­
co
rd
ed
 
in 
th
e 
ge
ne
ra
l 
le
d
g
e
r 
an
d 
ar
e 
re
co
nc
ile
d 
p
e
rio
d
­
ic
al
ly
 
to 
pr
em
iu
m
s 
en
te
re
d 
in
 
st
a
tis
tic
a
l 
re
co
rd
s 
an
d 
th
e
 
pr
em
iu
m
 
re
g
is
te
r 
R
et
ur
n 
pr
em
iu
m
s 
ar
e 
re
­
vi
ew
ed
 
fo
r 
re
as
on
ab
le
ne
ss
 
by 
co
m
pa
ris
on
 
to 
o
ri
g
in
a
l 
p
re
m
iu
m
s.
Te
st
 
w
he
th
er
 
ris
ks
 
in 
ex
ce
ss
 
of 
re
te
n
tio
n
 
am
ou
nt
s 
ar
e 
re
in
su
re
d
.
Te
st
 
co
m
pu
ta
tio
n 
of 
re
in
su
ra
nc
e 
p
re
m
iu
m
s 
an
d 
co
m
m
is
si
on
s;
 t
ra
ce
 
to 
re
in
su
ra
n
ce
 
re
co
rd
s.
Tr
ac
e 
in
fo
rm
at
io
n 
fro
m 
pr
em
iu
m
 
re
co
rd
s 
to 
re
­
po
rts
 
se
nt
 
to 
re
in
su
re
rs
.
Te
st
 
th
e 
pr
op
rie
ty
 
of 
re
in
su
ra
nc
e 
ba
la
nc
es
 
pa
ya
bl
e 
by 
re
fe
re
nc
e 
to 
re
in
su
ra
n
ce
 
ag
re
em
en
ts
 
an
d 
po
lic
y 
re
co
rd
s.
In
qu
ire
 
ab
ou
t 
th
e 
m
et
ho
d 
fo
r 
re
co
g
n
iz
in
g
 
pr
em
iu
m
 
re
ve
nu
e 
an
d 
d
e
te
rm
in
in
g
 
un
ea
rn
ed
 
pr
em
iu
m
 
re
se
rv
es
; 
ch
ec
k 
co
ns
is
­
te
nc
y 
of 
its
 
ap
pl
ic
at
io
n 
w
ith
 
pr
io
r 
ye
ar
s.
 
In
sp
ec
t 
re
co
rd
in
g 
of 
un
ea
rn
ed
 
p
re
m
iu
m
 
re
se
rv
es
 
by 
re
co
nc
ili
ng
 
ad
di
tio
ns
 
an
d 
de
le
tio
ns
 
in 
fo
rc
e 
fo
r 
se
le
ct
ed
 
pe
rio
ds
 
ba
ck
 
to
 
or
ig
in
al
 
do
cu
m
en
ta
tio
n 
an
d 
by 
ch
e
ck
in
g
 
ca
lc
ul
at
io
n 
of 
un
ea
rn
ed
 
p
re
m
iu
m
s.
Te
st
 
th
at
 
th
e 
un
ea
rn
ed
 
pr
em
iu
m
 
re
se
rv
es
 
ar
e 
co
rr
ec
tly
 
re
du
ce
d 
fo
r 
ce
de
d 
in
su
ra
n
ce
.
(c
o
n
tin
u
e
d
)
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Fin
an
cia
l
Sta
tem
en
t
Ass
ert
ion
s 
Au
dit
 O
bje
ctiv
es
• U
nco
llec
tibl
e 
ag
en
ts’ 
bal
anc
es 
are 
ide
ntif
ied
 a
nd 
acc
ou
nte
d 
for
.
• A
cqu
isit
ion
 c
osts
 a
re 
pro
per
ly 
cap
ital
ize
d 
and
 a
mo
rtiz
ed.
Pr
em
iu
m
 C
yc
le
—
co
nt
in
ue
d
Ex
am
ple
s o
f Se
lec
ted
 
Co
ntr
ol A
cti
vit
ies
 an
d 
Te
chn
iqu
es
• A
gen
ts’ 
bal
anc
es 
are
 pe
ri­
od
ica
lly
 ag
ed 
in 
con
for
mi
ty 
wi
th 
sta
tut
ory
 re
qu
ire
me
nts
.
• D
eli
nq
uen
t ac
cou
nts
 ar
e i
n­
ve
sti
ga
ted
 an
d w
rite
-of
fs o
f 
ba
d d
ebt
s a
nd
 un
rec
on
cil
ed 
ite
ms
 ar
e a
pp
rov
ed.
• A
dv
anc
es 
to 
age
nts
 ar
e 
app
rov
ed 
in 
acc
ord
anc
e w
ith
 
com
pan
y p
roc
edu
res
.
• S
tat
em
en
ts 
of 
tra
nsa
cti
on
s 
an
d b
ala
nce
s a
re 
per
iod
ica
lly
 
sen
t to
 ag
ent
s.
• D
efe
rra
ble
 co
sts
 ar
e p
rop
erl
y 
cap
ita
liz
ed 
an
d a
mo
rtiz
ed.
• A
mo
rtiz
ati
on
 of
 de
fer
red
 co
sts
 
is c
om
par
ed 
for
 co
nsi
ste
ncy
 
wi
th 
pre
mi
um
 re
cog
nit
ion
.
Ex
am
ple
s o
f A
ud
itin
g P
roc
edu
res
___
___
Co
mp
are
 ag
ed 
tria
l b
ala
nc
e o
f ag
en
t’s 
bal
anc
es 
wi
th 
sim
ila
r tr
ial
 ba
lan
ces
 of
 
pre
vio
us 
per
iod
s, a
nd
 in
ve
sti
ga
te 
sig
nif
i­
can
t fl
uct
uat
ion
s.
Te
st c
oll
ect
ibi
lity
 by
 in
spe
cti
ng
 su
bse
qu
ent
 
col
lec
tio
ns 
or 
by 
ins
pec
tin
g h
ist
ory
 of
 
rec
eip
ts.
Ev
alu
ate
 th
e a
deq
uac
y o
f th
e a
llo
wa
nce
 fo
r 
do
ub
tfu
l ac
cou
nts
, i
ncl
ud
ing
 su
spe
nse
 ite
ms
. 
Te
st w
he
the
r a
ge
nts
’ ba
lan
ces
 co
nsi
der
ed 
to 
be 
no
nad
mi
tte
d a
sse
ts w
ere
 pr
op
erl
y 
exc
lud
ed 
fro
m 
the
 st
atu
tor
y s
tat
em
en
ts 
an
d 
inc
lud
ed 
in 
the
 GA
AP
 st
ate
me
nts
 on
ly 
to 
the
 
ex
ten
t d
eem
ed 
col
lec
tib
le.
Ins
pe
ct 
do
cum
ent
ati
on
 of
 pr
oce
du
res
 fo
r 
rec
ord
ing
 ac
qu
isit
ion
 co
sts
.
Ins
pe
ct t
he
 su
pp
ort
 fo
r d
efe
rre
d a
cqu
isit
ion
 
cos
ts.
Te
st w
he
the
r a
cqu
isit
ion
 co
sts
 ar
e p
rop
erl
y 
cap
ita
liz
ed 
an
d a
mo
rtiz
ed 
on
 a 
con
sis
ten
t 
bas
is. 
Als
o t
est
 w
he
the
r th
e b
ala
nce
 at
 ye
ar-
 
end
 is 
rea
son
abl
y e
xp
ect
ed 
to 
be 
rec
ov
ere
d.
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1 
Se
e 
C
ha
pt
er
 
4, 
“T
he
 
Lo
ss
 
R
es
er
vi
ng
 
an
d 
Cl
ai
m
s 
C
yc
le
”, 
se
ct
io
n 
“A
ud
iti
ng
 
Lo
ss
 
R
es
er
ve
s” 
for
 
ne
w 
NA
IC
 
20
04
 
m
an
ag
em
en
t/
au
di
to
r/
ac
tu
ar
ia
l 
co
or
di
na
ti
on
 
re
qu
ir
em
en
ts
 
an
d 
po
te
nt
ia
l 
sc
op
e 
ex
pa
ns
io
n 
in 
th
e 
ar
ea
 
of 
ac
tu
ar
ia
l 
da
ta
 
in
te
gr
it
y.
___
__
Au
dit
 Ob
jec
tive
s__
___
__
Pa
id 
cla
im
s r
ela
te 
to 
tra
ns
­
act
ion
s d
uri
ng
 th
e p
eri
od
, a
nd
 
un
pa
id 
cla
im
s a
re 
rec
ord
ed 
as 
of 
the
 ba
lan
ce 
she
et 
dat
e.
Cl
ai
m
s 
C
yc
le
1
Exa
mp
les
 of
 S
ele
cte
d 
Co
ntr
ol 
Ac
tivi
ties
 a
nd
 
___
___
__
Te
chn
iqu
es_
___
___
Ini
tial
 en
try 
of 
cla
ims
 d
ata 
is 
app
rop
ria
tely
 c
on
tro
lle
d. 
Cla
ims
 ar
e 
che
cke
d 
ag
ain
st 
dail
y 
rep
ort
s f
or 
exi
ste
nce
 o
f 
cov
era
ge.
Pro
per
 d
ocu
me
nta
tio
n 
an
d 
pro
of 
of l
oss 
are 
ob
tai
ned
 
bef
ore
 p
aym
ent
.
Sal
vag
e 
and
 s
ubr
oga
tion
 a
re 
not
ed 
in 
cla
ims
 fi
les 
and
 a
re 
foll
ow
ed 
up.
Sup
por
ting
 d
ata 
for 
cla
im
s 
and
 c
om
plia
nce
 w
ith 
com
pan
y 
pol
icie
s 
are 
rev
iew
ed 
bef
ore
 
app
rov
al 
of c
laim
 
pay
me
nts
.
Ex
am
ple
s 
of A
udi
ting
 P
roc
edu
res
___
__
For
 s
ele
cte
d 
paid
 c
laim
s, 
ins
pec
t d
ocu
me
n­
tati
on 
of 
loss
 p
aym
ent
s 
for 
app
rov
al 
an
d 
ins
pec
t c
anc
ele
d 
che
cks
 or
 d
raf
ts 
for 
pro
of 
of 
pay
me
nts
.
Ins
pec
t d
ocu
me
nta
tio
n 
of 
sele
cte
d 
pai
d 
cla
ims
 s
upp
ort
ing
 r
ele
van
t a
cco
unt
ing
 a
nd
 
sta
tist
ica
l d
ata
, 
such
 a
s a
mo
un
ts, 
inc
urr
ed
 
dat
es,
 an
d 
cod
ing
.
For
 s
ele
cte
d 
unp
aid
 c
laim
s (
cas
e-b
asi
s 
file
s), 
ins
pec
t d
ocu
me
nta
tio
n 
sup
por
ting
 r
ele
va
nt 
acc
oun
ting
 d
ata 
(suc
h 
as 
am
oun
ts 
of 
res
erv
es 
sho
wn
 in
 t
he 
out
sta
ndi
ng 
cla
im
s 
list
ing
).
(co
nti
nu
ed)
Fin
an
cia
l 
Sta
tem
ent
 
___
__A
sse
rtio
ns
E
xi
st
en
ce
 o
r 
O
cc
ur
re
n
ce
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Cl
aim
s 
Cy
cle
—
co
nt
in
ue
d
F
in
a
n
c
ia
l
S
ta
te
m
e
n
t
__
__
__
__
__
__
__
__
__
__
__
__
__
A
ss
e
rt
io
n
s_
 
__
__
__
__
A
u
d
it 
O
b
je
ct
iv
e
s_
__
C
om
pl
et
en
es
s 
• 
R
ec
or
ds
 
in
cl
ud
e 
al
l 
cl
ai
m
s
pa
id 
du
rin
g 
th
e 
pe
rio
d 
an
d 
a
ll 
re
po
rte
d 
cl
ai
m
s 
un
pa
id
 
as 
o
f 
th
e 
ba
la
nc
e 
sh
ee
t 
da
te
.
E
xa
m
pl
es
 
of 
S
el
ec
te
d 
C
o
n
tr
o
l 
A
ct
iv
iti
e
s 
a
n
d
 
__
__
__
__
_T
e
ch
n
iq
u
e
s _
__
__
__
P
ro
ce
du
re
s 
ar
e 
in 
ef
fe
ct
 
to
 
en
su
re
 
th
at
 
cl
ai
m
s 
an
d 
re
­
la
te
d 
in
fo
rm
at
io
n 
ar
e 
pr
om
pt
ly
 
re
po
rte
d 
to 
th
e
 
cl
ai
m
s 
d
e
p
a
rt
m
e
n
t.
P
re
nu
m
be
re
d 
cla
im
 
fil
es
 
ar
e 
us
ed
 
or 
se
qu
en
tia
l 
cl
a
im
 
nu
m
be
rs
 
ar
e 
as
si
gn
ed
. 
A
pp
ro
pr
ia
te
 
co
nt
ro
ls
 
of 
in
p
u
t,
 
ou
tp
u
t, 
an
d 
ot
he
r 
da
ta
 
a
re
 
m
ai
nt
ai
ne
d 
to 
en
su
re
 
th
at
 
a
ll 
cl
ai
m
s 
ar
e 
pr
oc
es
se
d.
D
et
ai
le
d 
co
nt
ro
l 
re
co
rd
s 
a
re
 
m
ai
nt
ai
ne
d 
fo
r 
al
l 
re
p
o
rt
e
d
 
cl
a
im
s.
E
xa
m
pl
es
 
of 
A
u
d
iti
n
g
 
P
ro
ce
d
u
re
s_
__
__
R
ec
on
ci
le
 
pa
id
 
cl
ai
m
s 
to 
th
e 
ge
ne
ra
l 
le
d
g
e
r 
an
d 
ap
pr
op
ria
te
 
su
bs
id
ia
ry
 
le
dg
er
 
an
d 
st
a
tis
tic
a
l 
re
co
rd
s.
S
el
ec
t 
op
en
 
cl
ai
m
s 
(in
cl
ud
in
g 
re
op
en
ed
 
cl
ai
m
s)
 
fro
m 
th
e 
file
s 
an
d 
te
st
 
w
he
th
er
 
th
e
y 
ar
e 
pr
op
er
ly
 
ac
co
un
te
d 
fo
r 
on 
th
e 
o
u
t­
st
an
di
ng
 
cl
ai
m
s 
lis
tin
g
.
R
ec
on
ci
le
 
un
pa
id
 
cl
ai
m
s 
(c
as
e 
ba
si
s)
 
to 
th
e
 
ge
ne
ra
l 
le
dg
er
 
an
d 
ap
pr
op
ria
te
 
su
b
si
d
ia
ry
 
le
dg
er
 
an
d 
st
a
tis
tic
a
l 
re
co
rd
s.
 R
ec
on
ci
le
 
un
pa
id
 
cla
im
 
file
s 
to 
in
ve
n
to
ry
.
Te
st
 
w
he
th
er
 
cla
im
 
pr
oc
es
si
ng
 
cu
to
ff 
a
t 
ba
la
nc
e 
sh
ee
t 
da
te
 
wa
s 
pr
op
er
 
an
d 
co
ns
is
­
te
nt
 
w
ith
 
pr
io
r 
ye
ar
.
Fr
om
 
pa
id
-lo
ss
 
tr
an
sa
ct
io
ns
 
an
d 
th
e 
tr
ia
l 
b
a
l­
an
ce
 
or 
m
as
te
r 
file
 
of 
ou
ts
ta
nd
in
g 
cl
a
im
s,
 
te
st
 
ac
cu
m
ul
at
io
n 
of 
da
ta
 
an
d 
ba
la
nc
es
 
b
y 
lin
e 
of 
bu
si
ne
ss
 
an
d 
by 
ac
ci
de
nt
 
or 
ex
po
su
re
 
pe
rio
d.
Fo
r 
se
le
ct
ed
 
cla
im
 
file
s 
clo
se
d 
w
ith
o
u
t 
pa
ym
en
t, 
te
st
 
w
he
th
er
 
th
ey
 
ha
ve
 
be
en
 
pr
op
er
ly
 
cl
os
ed
.
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R
ig
ht
s 
an
d 
• 
R
es
er
ve
s 
an
d 
re
la
te
d 
ba
la
nc
es
 
O
bl
ig
at
io
ns
 
un
de
r 
re
in
su
ra
nc
e 
as
su
m
ed
 
ar
e 
pr
op
er
ly
 
re
co
rd
ed
.
• 
R
ei
ns
ur
an
ce
 
re
co
ve
ra
bl
e 
on
 
pa
id
 
an
d 
un
pa
id
 
lo
ss
es
 
is
 
pr
op
er
ly
 
re
co
rd
ed
.
S
ta
tis
tic
a
l 
da
ta
 
ar
e 
p
e
rio
d
ic
­
all
y 
re
co
nc
ile
d 
to 
d
e
ta
il 
re
co
rd
s.
In
ve
nt
or
y 
of 
un
pa
id
 
cl
a
im
s 
file
s 
is 
pe
rio
di
ca
lly
 
re
co
nc
ile
d 
to 
th
e 
m
as
te
r 
file
 
fo
r 
er
ro
rs
 
or
 
om
is
si
on
s.
C
ur
re
nt
 
in
fo
rm
at
io
n 
is 
m
a
in
­
ta
in
ed
 
on 
th
e 
st
at
us
 
o
f 
as
su
m
ed
 
an
d 
ce
de
d 
re
in
su
r­
an
ce
 
co
n
tr
a
ct
s 
Fo
r 
fa
cu
lta
tiv
e 
re
in
su
ra
n
ce
, 
re
po
rte
d 
cl
ai
m
s 
ar
e 
re
vi
ew
ed
 
fo
r 
no
tif
ic
at
io
n 
of 
th
e
 
re
in
su
re
r.
Fo
r 
tre
at
y 
re
in
su
ra
nc
e,
 r
e
­
in
su
ra
nc
e 
re
co
ve
ra
bl
e 
es
­
tim
at
es
 
ar
e 
re
co
rd
ed
 
on 
a 
re
in
su
ra
nc
e 
bo
rd
er
ea
u,
 w
h
ic
h
 
is 
fo
rw
ar
de
d 
to 
th
e 
re
in
su
re
r 
in 
ac
co
rd
an
ce
 
w
ith
 
co
n
tr
a
ct
 
te
rm
s.
R
ei
ns
ur
an
ce
 
re
co
ve
ra
bl
e 
is
 
re
gu
la
rly
 
re
co
nc
ile
d 
to
 
de
ta
ile
d 
re
co
rd
s.
C
la
im
s 
ar
e 
re
vi
ew
ed
 
fo
r 
ap
pl
ic
ab
ili
ty
 
of 
re
in
su
ra
n
ce
, 
an
d 
th
e 
re
in
su
re
rs
 
ar
e 
pr
om
pt
ly
 
n
o
tif
ie
d
.
R
ei
ns
ur
er
s 
ar
e 
p
ro
m
p
tly
 
bi
lle
d 
as 
cl
ai
m
s 
ar
e 
p
a
id
.
Pa
id
 
cl
ai
m
s 
ar
e 
a
cc
u
m
u
la
te
d
 
fo
r 
re
co
ve
rie
s 
un
de
r 
ex
ce
ss
 
co
n
tr
a
ct
s.
Re
vie
w 
ab
st
ra
ct
s 
of 
si
gn
ifi
ca
n
t 
re
in
su
ra
n
ce
 
ag
re
em
en
ts
.
Tr
ac
e 
re
le
va
nt
 
ac
co
un
tin
g 
da
ta
 
to 
re
p
o
rt
s 
pr
ov
id
ed
 
by 
ce
di
ng
 
co
m
pa
ni
es
.
Fo
r 
si
g
n
ifi
ca
n
t 
tre
at
ie
s 
or 
gr
ou
pi
ng
s 
o
f 
tr
ea
tie
s,
 o
bt
ai
n 
or 
pr
ep
ar
e 
a 
de
ve
lo
pm
en
t 
o
f 
lo
ss
es
.
E
va
lu
at
e 
w
he
th
er
 
th
e 
IB
N
R
 
re
se
rv
e 
in
cl
u
d
e
s 
ad
eq
ua
te
 
pr
ov
is
io
n 
of 
IB
N
R
 
cl
ai
m
s 
u
n
d
e
r 
re
in
su
ra
nc
e 
ag
re
em
en
ts
.
R
ec
on
ci
le
 
su
m
m
ar
y 
of 
re
in
su
ra
n
ce
 
re
co
ve
ra
bl
e 
to 
ge
ne
ra
l 
le
dg
er
.
C
on
fir
m
 
se
le
ct
ed
 
ba
la
nc
es
 
w
ith
 
re
in
su
re
rs
. 
E
va
lu
at
e 
w
he
th
er
 
los
s 
re
se
rv
es
 
ha
ve
 
be
en
 
pr
op
er
ly
 
re
du
ce
d 
fo
r 
re
in
su
ra
nc
e 
co
n
tr
a
ct
s.
 
Tr
ac
e 
re
le
va
nt
 
ac
co
un
tin
g 
da
ta
 
to 
re
p
o
rt
s 
pr
ov
id
ed
 
to 
as
su
m
in
g 
co
m
pa
ni
es
.
R
ev
ie
w
 
S
ch
ed
ul
e 
F,
 “
A
ss
um
ed
 
an
d 
C
ed
ed
 
R
e
in
su
ra
n
ce
,” 
of 
th
e 
an
nu
al
 
st
at
em
en
t, 
an
d 
in
ve
st
ig
at
e 
si
gn
ifi
ca
n
t 
or 
un
us
ua
l 
ite
m
s.
(c
o
n
tin
u
e
d
)
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F
in
a
n
c
ia
l
S
ta
te
m
e
n
t
A
ss
e
rt
io
n
s
V
al
ua
tio
n 
o
r 
A
llo
ca
tio
n
__
__
__
__
_A
u
d
it 
O
b
je
ct
iv
e
s__
L
ia
b
ili
ty
 
fo
r 
o
u
ts
ta
n
d
in
g
 
dr
af
ts
 
is 
pr
op
er
ly
 
re
co
rd
ed
.
Pa
id
 
lo
ss
es
 
an
d 
re
la
te
d 
ac
­
co
un
ts
 
ar
e 
re
co
rd
ed
 
in 
th
e
 
pr
op
er
 
a
m
ou
nt
s.
E
st
im
at
es
 
of 
los
s 
re
se
rv
es
 
ar
e 
re
as
on
ab
le
.
Cl
aim
s 
Cy
cle
—
co
nt
in
ue
d
E
xa
m
pl
es
 
of 
S
e
le
ct
e
d
 
C
o
n
tr
o
l 
A
ct
iv
iti
e
s 
a
n
d
 
__
__
__
__
_T
e
ch
n
iq
u
e
s _
__
__
__
O
ut
st
an
di
ng
 
los
s 
re
se
rv
es
 
a
re
 
ba
la
nc
ed
 
to 
m
on
th
ly
 
cl
a
im
s 
a
ct
iv
ity
.
C
ha
ng
es
 
in 
ou
ts
ta
nd
in
g 
lo
ss
 
re
se
rv
es
 
ar
e 
pr
om
pt
ly
 
re
­
vi
ew
ed
 
an
d 
re
co
rd
ed
.
Fo
r 
ca
se
-b
as
is
 
re
se
rv
es
, 
op
en
 
cla
im
 
fil
es
, 
in
cl
ud
in
g 
p
re
vi
o
u
s 
es
tim
at
es
 
of 
un
pa
id
 
cl
a
im
s,
 
ar
e 
re
gu
la
rly
 
re
vi
ew
ed
 
an
d 
an
al
yz
ed
 
fo
r 
ad
eq
ua
cy
 
o
f 
re
se
rv
es
 
in 
lig
ht
 
of 
cu
rr
e
n
t 
in
fo
rm
a
tio
n
.
E
xa
m
pl
es
 
of 
A
u
d
iti
n
g
 
P
ro
ce
d
u
re
s
O
bt
ai
n 
a 
lis
t 
of 
th
e 
un
pa
id
 
dr
af
ts
 
ac
co
un
t 
as
 
of 
th
e 
ba
la
nc
e 
sh
ee
t 
da
te
 
an
d 
re
co
nc
ile
 
to
 
ge
ne
ra
l 
le
dg
er
.
On
 
a 
te
st
 
ba
si
s,
 t
ra
ce
 
dr
af
t 
pa
ym
en
ts
 
su
bs
e­
qu
en
t 
to 
ba
la
nc
e 
sh
ee
t 
da
te
 
ba
ck
 
to 
lis
t.
 
Ag
re
e 
pr
ep
ai
d 
dr
af
ts
 
to 
pa
id 
dr
af
ts
 
on 
a 
te
st
 
ba
si
s,
 a
nd
 
te
st
 
un
pa
id
 
cl
ai
m
s 
to 
lis
t.
Re
vie
w 
su
pp
or
tin
g 
do
cu
m
en
ts
 
fo
r 
m
a
te
ri
a
l 
dr
af
ts
 
th
at
 
ha
ve
 
be
en
 
ou
ts
ta
nd
in
g 
fo
r 
an
 
un
re
as
on
ab
le
 
le
ng
th
 
of 
tim
e
.
Te
st
 
po
st
in
g 
of 
lo
ss
es
 
pa
id
, 
lo
ss
-a
d
ju
st
m
e
n
t 
ex
pe
ns
es
 
pa
id
, 
an
d 
re
in
su
ra
nc
e 
re
co
ve
ra
bl
e 
fo
r 
cla
im
 
se
le
ct
ed
 
fro
m 
cla
im
 
re
g
is
te
r;
 r
ec
on
­
cil
e 
to 
su
bs
id
ia
ry
 
re
gi
st
er
s 
an
d 
st
a
tis
tic
a
l 
re
co
rd
s.
R
ec
on
ci
le
 
th
e 
to
ta
l 
am
ou
nt
 
of 
pa
id
 
lo
ss
es
 
to
 
ca
sh
 
di
sb
ur
se
m
en
t 
re
co
rd
s.
Te
st
 
lo
ss
-r
es
er
ve
 
de
ve
lo
pm
en
t 
by 
lin
e 
o
f 
bu
si
ne
ss
.
Pe
rfo
rm
 
a
n
a
ly
tic
a
l 
pr
oc
ed
ur
es
 
on 
lo
ss
es
 
in
­
cu
rr
ed
, 
lo
ss
es
 
pa
id
, 
los
s 
re
se
rv
es
, 
an
d 
lo
ss
 
ra
tio
s 
by 
lin
e 
of 
bu
si
ne
ss
.
Re
vie
w 
cu
rr
en
t 
re
po
rts
 
of 
st
at
e 
in
su
ra
n
ce
 
ex
am
in
er
s 
an
d 
los
s 
de
ve
lo
pm
en
ts
 
p
re
p
a
re
d
 
fo
r 
th
e 
an
nu
al
 
st
at
em
en
ts
 
an
d 
S
ch
ed
ul
e 
P
, 
an
d 
in
ve
st
ig
at
e 
si
g
ni
fic
an
t 
ite
m
s.
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A
pp
ro
pr
ia
te
 
of
fic
ia
ls
 
re
g
u
la
rl
y 
de
ve
lo
p 
an
d 
an
al
yz
e 
re
se
rv
es
 
fo
r 
ea
ch
 
lin
e 
of 
bu
si
ne
ss
 
b
y 
ac
ci
de
nt
 
ye
ar
 
or 
by 
o
th
e
r 
ap
pr
op
ria
te
 
ba
si
s.
 D
ev
el
op
­
m
en
t 
an
d 
an
al
ys
is
 
in
cl
u
d
e
s 
IB
N
R
 
cl
ai
m
s,
 c
la
im
s 
a
d
ju
st
­
m
en
t 
ex
pe
ns
es
, 
an
d 
re
se
rv
es
 
on 
re
in
su
ra
nc
e 
as
su
m
ed
. 
Fa
ct
or
s 
an
d 
as
su
m
pt
io
ns
 
us
ed
 
in 
es
tim
at
in
g 
los
s 
re
se
rv
es
 
ar
e 
do
cu
m
en
te
d 
an
d 
p
e
rio
d
­
ic
al
ly
 
re
vi
ew
ed
 
fo
r 
re
as
on
­
ab
le
ne
ss
.
O
bt
ai
n 
ev
id
en
ce
 
ab
ou
t 
th
e 
co
m
pa
ny
’s 
m
et
ho
d 
of 
de
te
rm
in
in
g 
th
e 
re
se
rv
e 
fo
r 
IB
N
R
 
lo
ss
es
 
an
d 
ev
al
ua
te
 
its
 
re
as
on
ab
le
ne
ss
. 
D
e
te
rm
in
e
 
if 
th
er
e 
ha
ve
 
be
en
 
an
y 
si
gn
ifi
ca
n
t 
ch
an
ge
s 
in 
th
e 
co
m
pa
ny
’s 
m
et
ho
ds
 
an
d 
pr
oc
ed
ur
es
, 
an
d 
ev
al
ua
te
 
the
 
ef
fe
ct
 
of 
al
l 
cu
rr
en
t 
tr
e
n
d
s 
an
d 
co
n
d
iti
o
ns
.
C
om
pa
re
 
cu
rr
en
t 
IB
N
R
 
re
se
rv
e 
a
g
a
in
st
 
cl
ai
m
s 
re
po
rte
d 
in 
su
bs
eq
ue
nt
 
pe
rio
d,
 
an
d 
in
ve
st
ig
at
e 
si
gn
ifi
ca
n
t 
flu
ct
u
a
tio
n
s.
C
om
pa
re
 
co
m
pa
ny
’s 
IB
N
R
 
lo
ss
-r
es
er
ve
 
de
ve
lo
pm
en
t 
fo
r 
pr
io
r 
pe
rio
ds
 
w
ith
 
a
ct
u
a
l 
re
su
lts
, 
an
d 
in
ve
st
ig
at
e 
ca
us
es
 
of 
si
g
n
ifi
ca
n
t 
di
sc
re
pa
nc
ie
s.
E
ns
ur
e 
th
e 
us
e 
of 
an 
a
ct
u
a
ry
.
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2 
SA
S 
N
o.
 9
2,
 A
ud
iti
ng
 
D
er
iv
at
iv
e 
In
st
ru
m
en
ts
, 
H
ed
gi
ng
 
A
ct
iv
iti
es
, 
an
d 
In
ve
st
m
en
t 
in 
S
ec
ur
iti
es
, 
pr
ov
id
es
 
gu
id
an
ce
 
to 
au
di
to
rs
 
in 
pl
an
ni
ng
 
an
d 
pe
rfo
rm
in
g 
a
u
d
iti
n
g
 
pr
oc
ed
ur
es
 
for
 
as
se
rti
on
s 
ab
ou
t 
de
riv
at
iv
e 
in
st
ru
m
en
ts
, 
he
dg
in
g 
ac
tiv
iti
es
, 
an
d 
in
ve
st
m
en
ts
 
in 
se
cu
rit
ie
s.
 T
he
 
co
m
pa
ni
on
 
A
ud
it 
G
ui
de
 
A
ud
iti
ng
 
D
er
iv
at
iv
e 
In
st
ru
m
en
ts
, 
H
ed
gi
ng
 
A
ct
iv
iti
es
, 
an
d 
In
ve
st
m
en
ts
 
in 
S
ec
ur
iti
es
 
pr
ov
id
es
 
pr
ac
tic
al
 g
ui
da
nc
e 
for
 
im
pl
em
en
tin
g 
SA
S 
N
o.
 9
2.
 P
ra
ct
iti
on
er
s 
sh
ou
ld
 
re
fe
r 
to 
SA
S 
N
o.
 9
2 
an
d 
its
 
co
m
pa
ni
on
 
A
u
d
it 
G
ui
de
 
for
 
gu
id
an
ce
 
on 
au
di
t 
ob
je
ct
iv
es
, 
co
nt
ro
l 
ac
tiv
iti
es
 
an
d 
te
ch
ni
qu
es
, 
an
d 
au
di
tin
g 
pr
oc
ed
ur
es
. 
A
dd
iti
on
al
ly
, 
se
e 
the
 
“P
re
fa
ce
” 
of 
th
is
 
G
ui
de
 
for
 
in
fo
rm
at
io
n 
on 
ne
w 
ru
le
s 
an
d 
re
gu
la
tio
ns
. 
F
in
al
ly
, 
SA
S 
N
o.
 1
01
, 
A
ud
iti
ng
 
Fa
ir 
Va
lue
 
M
ea
su
re
m
en
ts
 
an
d 
D
is
cl
os
ur
es
 
(A
IC
P
A
, 
P
ro
fe
ss
io
na
l 
S
ta
nd
ar
ds
, 
vo
l. 
1, 
AU
 
se
c.
 3
28
), 
es
ta
bl
is
he
s 
st
an
da
rd
s 
an
d 
pr
ov
id
es
 
gu
id
an
ce
 
on 
au
di
tin
g 
fa
ir 
va
lu
e 
m
ea
su
re
m
en
ts
 
an
d 
di
sc
lo
su
re
s 
co
nt
ai
ne
d 
in 
fin
an
ci
al
 s
ta
te
m
en
ts
.
F
in
a
n
c
ia
l
S
ta
te
m
e
n
t
A
ss
er
tio
ns
 
__
__
__
__
_
A
u
d
it 
O
b
je
ct
iv
e
s_
__
E
xi
st
e
n
ce
 
• 
S
ec
ur
iti
es
 
an
d 
in
ve
st
m
e
n
t 
as
se
ts
 
in
cl
ud
ed
 
in 
th
e 
b
a
l­
an
ce
 
sh
ee
t 
ph
ys
ic
al
ly
 
e
xi
st
.
In
ve
stm
en
t 
Cy
cle
2
E
xa
m
pl
es
 
of 
S
el
ec
te
d 
C
o
n
tr
o
l 
A
ct
iv
iti
e
s 
a
n
d
 
T
e
ch
n
iq
u
e
s
T
ra
ns
ac
tio
ns
 
se
ttl
ed
 
a
ft
e
r 
ye
ar
-e
nd
 
ar
e 
re
vi
ew
ed
 
fo
r 
re
­
co
rd
in
g 
in 
th
e 
pr
op
er
 
p
e
rio
d
 
(as
 
of 
th
e 
tra
de
 
da
te
).
 
C
us
to
di
al
 
fu
nc
tio
n 
is 
in
d
e
­
pe
nd
en
t 
of 
in
ve
st
m
en
t 
an
d 
ac
co
un
tin
g 
fu
nc
tio
ns
 
an
d 
pr
ov
id
es
 
se
cu
rit
y 
co
m
m
en
­
su
ra
te
 
w
ith
 
th
e 
ris
ks
 
in
­
vo
lv
ed
.
S
ec
ur
iti
es
 
an
d 
ev
id
en
ce
 
o
f 
ow
ne
rs
hi
p 
he
ld
 
by 
th
e 
co
m
­
pa
ny
 
ar
e 
ke
pt
 
in 
va
ul
t 
w
ith
 
ac
ce
ss
 
lim
ite
d 
to 
a
u
th
o
riz
e
d
 
pe
rs
on
ne
l.
E
xa
m
pl
es
 
of 
A
u
d
iti
n
g
 
P
ro
ce
d
u
re
s_
__
__
_
In
sp
ec
t 
an
d 
co
un
t 
th
e 
se
cu
rit
ie
s 
he
ld
 
on 
th
e
 
cl
ie
n
t’s 
pr
em
is
es
 
as 
of 
th
e 
da
te
 
th
at
 
th
e
 
se
cu
rit
ie
s 
am
ou
nt
s 
ar
e 
re
co
nc
ile
d 
to 
th
e
 
ge
ne
ra
l 
le
dg
er
 
co
nt
ro
l 
ac
co
un
ts
.
O
bt
ai
n 
co
nf
irm
at
io
ns
 
fro
m 
th
e 
cu
st
od
ia
ns
 
o
f 
se
cu
rit
ie
s 
he
ld 
fo
r 
th
e 
cl
ie
nt
. 
C
om
pa
re
 
th
e
 
co
nf
irm
ed
 
lis
ts
 
w
ith
 
th
e 
tr
ia
l 
ba
la
nc
e 
an
d 
in
ve
st
ig
at
e 
di
sc
re
pa
nc
ie
s.
O
bt
ai
n 
co
nf
irm
at
io
ns
 
th
at
 
se
cu
rit
ie
s 
p
u
r­
ch
as
ed
 
un
de
r 
re
pu
rc
ha
se
 
ag
re
em
en
ts
 
b
u
t 
no
t 
de
liv
er
ed
 
ar
e 
be
in
g 
he
ld 
by 
th
e 
se
lle
rs
 
or
 
th
e 
se
lle
rs
’ c
us
to
di
an
 
on 
th
e 
co
m
pa
ny
’s
 
b
e
h
a
lf.
C
on
fir
m
 
w
ith
 
br
ok
er
s 
th
e 
st
at
us
 
of 
se
cu
rit
ie
s 
in 
tr
a
n
s
it.
C
om
pa
re
 
th
e 
fa
ce
 
am
ou
nt
s 
or 
nu
m
be
r 
o
f 
sh
ar
es
 
an
d 
th
e 
co
st 
of 
in
ve
st
m
en
ts
 
re
co
rd
ed
 
in 
th
e 
in
ve
st
m
en
t 
le
dg
er
 
w
ith
 
fo
rm
s 
an
d 
do
cu
m
en
ts
 
cr
ea
te
d 
at 
th
e 
tim
e 
of 
pu
rc
ha
se
. 
E
xa
m
in
e 
fo
rm
s 
an
d 
do
cu
m
en
ts
 
fo
r 
p
ro
p
e
r 
co
m
pl
et
io
n 
an
d 
a
u
th
o
riz
a
tio
n
.
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Co
m
ple
te
ne
ss
 
• 
In
ve
st
m
en
t 
as
se
ts
 
in
cl
u
d
e
 
al
l 
in
ve
st
m
en
ts
 
of 
th
e
 
co
m
pa
ny
.
• 
In
ve
st
m
en
t 
am
ou
nt
s 
in
­
clu
de
 
al
l 
tra
ns
ac
tio
ns
 
d
u
r­
ing
 
th
e 
pe
rio
d.
R
ep
or
ts
 
an
d 
co
n
fir
m
a
tio
n
s 
of 
se
cu
rit
ie
s 
he
ld
 
by 
ou
ts
id
e 
cu
st
od
ia
ns
 
ar
e 
re
co
nc
ile
d 
to
 
co
m
pa
ny
 
re
co
rd
s.
F
in
a
n
ci
a
l 
re
sp
o
n
si
b
ili
ty
 
an
d 
ca
pa
bi
lit
y 
of 
o
ut
si
de
 
cu
st
od
ia
ns
 
ar
e 
p
e
rio
d
i­
ca
lly
 
re
vi
ew
ed
.
Bu
y 
an
d 
se
ll 
or
de
rs
 
to 
b
ro
­
ke
rs
 
ar
e 
co
m
pa
re
d 
to 
b
ro
­
ke
rs
’ a
dv
ic
es
.
A
ut
ho
riz
ed
 
lis
ts
 
of 
si
g
n
a
­
tu
re
s,
 b
ro
ke
rs
, 
an
d 
so 
fo
rt
h
 
ar
e 
m
a
in
ta
in
e
d
.
W
rit
te
n 
po
lic
y 
st
a
te
m
e
n
ts
 
de
ta
ili
ng
 
in
ve
st
m
en
t 
gu
id
e
­
lin
es
 
an
d 
lim
ita
tio
n
s 
ar
e 
pr
ep
ar
ed
 
by 
de
si
gn
at
ed
 
le
ve
ls
 
of 
m
an
ag
em
en
t.
P
ot
en
tia
l 
in
ve
st
m
e
n
t 
tr
an
sa
ct
io
ns
 
ar
e 
re
vi
ew
ed
 
by 
an 
in
ve
st
m
en
t 
a
d
vi
so
ry
 
co
m
m
itt
ee
 
an
d 
ap
pr
ov
ed
 
by 
a 
fin
an
ce
 
co
m
m
itt
e
e
.
Q
ue
st
io
ns
 
co
n
ce
rn
in
g
 
co
m
pl
ia
nc
e 
w
ith
 
re
g
u
la
to
ry
 
re
st
ric
tio
ns
 
ar
e 
re
fe
rr
ed
 
to 
th
e
 
le
ga
l 
de
pa
rt
m
en
t 
be
fo
re
 
tr
a
n
s­
ac
tio
ns
 
ar
e 
ex
ec
ut
ed
.
O
bt
ai
n 
an
d 
re
ad
 
cu
st
od
ia
l 
ag
re
em
en
ts
 
an
d 
av
ai
la
bl
e 
re
po
rts
 
re
ga
rd
in
g 
th
e
 
ad
eq
ua
cy
 
of 
th
e 
cu
st
o
di
an
s’ 
in
te
rn
a
l 
co
nt
ro
ls
 
an
d 
fin
a
n
ci
a
l 
st
a
b
ili
ty
.
In
sp
ec
t 
an
d 
co
un
t 
se
cu
rit
ie
s 
he
ld 
b
y 
th
e 
cl
ie
nt
. 
O
bt
ai
n 
co
nf
irm
at
io
n 
fr
o
m
 
cu
st
od
ia
n 
of 
se
cu
rit
ie
s 
he
ld 
fo
r 
th
e 
ac
co
un
t 
of 
th
e 
cl
ie
n
t.
Re
ad
 
fin
an
ce
 
co
m
m
itt
ee
 
m
in
ut
es
 
an
d 
te
st
 
w
he
th
er
 
in
ve
st
m
en
t 
tr
an
sa
ct
io
ns
 
ha
ve
 
be
en
 
pr
op
er
ly
 
a
u
th
o
riz
e
d
.
D
et
er
m
in
e 
th
at
 
on
ly 
se
cu
rit
ie
s 
de
al
er
s 
ap
pr
ov
ed
 
by 
th
e 
fin
an
ce
 
co
m
m
itt
ee
 
ar
e 
us
ed
. 
C
om
pa
re
 
in
ve
st
m
en
t 
yi
el
ds
 
du
rin
g 
th
e
 
pe
rio
d 
w
ith
 
ex
pe
ct
ed
 
yi
el
ds
 
ba
se
d 
on
 
pr
ev
io
us
 
re
su
lts
 
an
d 
cu
rr
en
t 
m
ar
ke
t 
tr
e
n
d
s;
 
in
ve
st
ig
at
e 
si
g
ni
fic
an
t 
di
sc
re
pa
nc
ie
s.
Te
st
 
tr
an
sa
ct
io
ns
 
se
ttl
ed
 
af
te
r 
th
e 
en
d 
of 
th
e
 
pe
rio
d 
fo
r 
re
co
rd
in
g 
in 
th
e 
pr
op
er
 
pe
rio
d 
(a
s 
of 
th
e 
tra
de
 
da
te
).
Re
vie
w
 
m
or
tg
ag
es
, 
re
al
 
es
ta
te
, 
le
as
es
, 
an
d 
ot
he
r 
lo
an
s 
an
d 
in
ve
st
m
en
ts
 
fo
r 
si
g
n
ifi
ca
n
t 
co
nt
ro
lli
ng
 
in
te
re
st
s.
(c
o
n
tin
u
e
d
)
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F
in
a
n
ci
a
l 
S
ta
te
m
en
t 
__
__
__
__
__
__
__
A
ss
er
tio
ns
Ri
gh
ts 
an
d 
O
bl
ig
at
io
ns
__
__
__
__
_A
ud
it 
O
bj
ec
tiv
es
__
_
In
ve
st
m
en
t 
re
co
rd
s 
ar
e 
p
ro
p
e
rly
 
co
m
pi
le
d,
 a
nd
 
to
ta
ls
 
a
re
 
pr
op
er
ly
 
in
cl
ud
ed
 
in 
th
e
 
in
ve
st
m
en
t 
ac
co
un
ts
.
Th
e 
co
m
pa
ny
 
ha
s 
le
g
a
l 
tit
le
 
or 
si
m
ila
r 
rig
ht
s 
o
f 
o
w
n
e
rs
h
ip
.
In
ve
stm
en
t 
Cy
cle
—
co
nt
in
ue
d
E
xa
m
pl
es
 
of 
S
el
ec
te
d 
C
on
tro
l 
A
ct
iv
iti
es
 
an
d 
__
__
__
__
_T
ec
hn
iq
ue
s _
__
__
__
N
ew
, 
cu
rr
en
t, 
an
d 
re
st
ru
ct
u
re
d
 
tra
ns
ac
tio
ns
 
ar
e 
re
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Appendix C 
Illustrative F inancial Statements 
an d  Disclosures
In tro d u ctio n
1. T h is  appendix illu s tra te s  fin a n c ia l sta tem ents o f a nonpublic p rope rty  
and lia b il ity  insurance company and the accom panying disclosures th a t are 
un ique to such companies. D isclosures concerning the company’s pension 
plans, pos tre tirem en t benefits o ther th an  pensions, stock options, lease com­
m itm ents , long-te rm  debt, e x tra o rd in a ry  item s, segments, accounting changes, 
de riva tive  ins trum en ts , hedging a c tiv itie s , and o ther item s th a t are not unique 
to  p rope rty  and lia b ility  insurance companies have been om itted  fo r purposes 
o f th is  guide. The fo rm a t presented and the w ord ing  o f the accom panying notes 
are on ly illu s tra tiv e  and are no t necessarily the on ly possible presentations.
2. Except fo r the  trea tm en t o f gains and losses described in  FASB S tate­
m ent No. 97, A c c o u n tin g  a n d  R e p o r t in g  by In s u ra n c e  E n te rp r is e s  f o r  C e r ta in  
L o n g -D u ra t io n  C o n tra c ts  a n d  f o r  R e a liz e d  G a in s  a n d  Losses f r o m  th e  S a le  o f  
In v e s tm e n ts , insurance companies th a t are SEC reg is tran ts  should fo llow  
A rtic le  7 o f SEC R egula tion  S-X, w h ich  prescribes the fo rm  and content o f 
fin a n c ia l statem ents. Also, the SEC’s F inanc ia l R eporting  Release (FRR) No. 
20, R u le s  a n d  G u id e  f o r  D is c lo s u re s  C o n c e rn in g  R eserves f o r  U n p a id  C la im s  
a n d  C la im  A d ju s tm e n t E xpenses o f  P ro p e r ty -C a s u a lty  U n d e rw r ite rs  requires 
p rope rty  and lia b ility  insurance companies to disclose in  fin a n c ia l statem ents 
file d  w ith  the  SEC ce rta in  in fo rm a tion  concerning reserves fo r unpa id  cla im s 
and c la im  ad justm ent expenses. The Exchange A c t requires ce rta in  supple­
m en ta ry  in fo rm a tio n  w ith  respect to  q u a rte rly  fin a n c ia l data. O the r SEC 
regu la tions also requ ire  add itio na l disclosures (fo r example, de ta ils  w ith  re ­
spect to  deferred acqu is ition  costs).
3. GASB S tatem ent No. 10, A c c o u n t in g  a n d  F in a n c ia l R e p o r t in g  fo r  R is k  
F in a n c in g  a n d  R e la te d  In s u ra n c e  Issu e s , as amended and in te rp re ted  by 
various GASB pronouncem ents,* requires pub lic  e n tity  r is k  pools to  present 
a dd itio na l in fo rm a tio n  beyond these illu s tra tiv e  fin a n c ia l statem ents. T h is  
add itio na l in fo rm a tio n  includes rep o rting  assessments receivable from  pool 
pa rtic ip a n ts  fo r p rem ium  deficiencies, disclosures about revenues collected in  
a n tic ipa tion  o f fu tu re  catastrophe losses, the aggregate ou ts tand ing  am ount o f 
claim s outs tand ing  th a t have been se ttled  th rough  the  purchase o f a n n u ity  
con tracts , and the  pool r is k  tran s fe r agreement. A lso , o u ts ta n d in g  c la im s by
The G ove rnm enta l A ccoun ting  S tandards B oard  (G ASB) has issued G ASB S ta te m en t N o. 34, 
B asic F in a n c ia l S tatem ents— a n d  M anagem ent’s D iscussion  a n d  A n a lys is— fo r  S tate a n d  Loca l G ov­
ernm ents. T h a t S ta te m en t fu n d a m e n ta lly  changes th e  fo rm a t and con ten t o f fin a n c ia l s ta tem en ts  fo r 
a ll s ta te  and loca l go vernm enta l e n titie s , in c lu d in g  p u b lic  e n tity  r is k  pools, and becomes effective  in  
th re e  phases depend ing on an e n tity ’s to ta l a n n u a l revenues (as sp e c ifica lly  de fined) in  th e  f ir s t  fisca l 
ye a r end ing  a fte r June  15, 1999. The f ir s t  im p le m e n ta tio n  phase is  fo r fin a n c ia l s ta tem en ts  fo r 
periods b e g in n in g  a fte r June  15, 2001, the  second im p le m e n ta tio n  phase is fo r fin a n c ia l sta tem en ts 
fo r periods b e g in n in g  a fte r June  15, 2002, and th e  th ir d  im p le m e n ta tio n  phase is fo r fin a n c ia l 
sta tem en ts fo r  periods be g in n in g  a fte r June  15, 2003. F o r a ll phases, e a rlie r a p p lica tio n  is encour­
aged. Special tra n s itio n  prov is ions  ap p ly  fo r com ponent u n its .
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k in d  o f contract and ten-year cla im s developm ent in fo rm a tio n  on a policy-year 
basis should be presented as requ ired  supp lem entary in fo rm a tion .
4. These illu s tra tiv e  fin a n c ia l statem ents are no t in tended  to  include 
item s th a t should be accounted fo r under the  requ irem ents o f FASB S tatem ent 
No. 133, A c c o u n t in g  f o r  D e r iv a t iv e  In s tru m e n ts  a n d  H e d g in g  A c t iv it ie s  and do 
no t re flec t the  requ irem ents o f FASB S tatem ent No. 133. P rac titione rs  should 
re fe r to  FASB S tatem ent No. 133 fo r guidance on re p o rtin g  deriva tive  in s tru ­
m ents and hedging activ ities .
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Exhibit C-1 
The Property and Liability Insurance Company and Subsidiaries
Consolidated Balance Sheets 
December 31, 20X2 and 20X1
(D o lla rs  in  th o u s a n d s )
A S S E TS 2 0 X 2 2 0 X 1
Investm ents (notes 1 and 2): 
T ra d in g  securities $ 11,683 $ 11,259
Securities ava ilab le  fo r sale 1,006,279 953,507
Securities he ld  to  m a tu r ity 280,387 270,208
M ortgage loans on rea l estate (less allowance 
fo r c red it losses, 20X2— $2,300; 20X1—  
$2,070) 472,509 398,426
Real estate, ne t o f accum ulated depreciation 
(20X2— $12,921; 20X1— $12,774) and less 
allowance fo r im p a irm e n t o f va lue (20X2—  
$1,173; 20X1— $1,150) 31,905 30,028
T o ta l investm ents 1,802,763 1,663,428
Cash and cash equiva lents 31,564 28,357
Accrued in te re s t and d ividends 31,358 27,568
P rem ium  and agents’ balances1 55,295 56,212
Prepa id  reinsurance prem ium s 21,345 18,739
Reinsurance receivables, ne t o f unco llectib le  
am ounts (note 3) 27,908 24,461
D eferred po licy acqu is ition  costs (note 1) 168,974 154,941
P roperty  and equipm ent, a t cost, less accumu­
la ted  depreciation o f $17,837 in  20X2 and 
$15,404 in  20X1 (note 1) 34,443 27,938
O the r assets 128,577 107,378
T O T A L ASSETS $2,302,227 $2,109,022
See accom panying notes to  consolidated fin a n c ia l statem ents.
1 SOP 01-6, A ccoun ting  by C e rta in  E n titie s  (In c lu d in g  E n titie s  w ith  Trade Receivables) T h a t 
L e nd  to o r F inance  the A c tiv itie s  o f  O thers, re qu ire s , am ong o th e r th in g s , th a t th e  sum m ary  o f 
s ig n ific a n t acco un ting  po lic ies in c lu d e  th e  basis fo r  accoun ting  fo r tra d e  receivables, and the  
c la ss ifica tio n  an d  m e thod o f accounting  fo r  o th e r receivables. Receivables fo r  p ro p e rty  and l ia b il ity  
com panies inc lud e , b u t are  n o t lim ite d  to, m ortgage loans, agents’ balances, p rem ium s receivable , 
w o rke rs ’ com pensation deductib le  recoveries, re in su ra nce  recoverables, and secu rities  on deposit 
w ith  s ta te  insu rance  de pa rtm en ts  (w h ich  re q u ire  fin a n c ia l s ta te m e n t d isclosure). SOP 01-6 re qu ire s  
th a t a d e sc rip tio n  o f th e  accounting  po lic ies and m ethodology th e  e n tity  used to  es tim a te  its  
a llow ance fo r d o u b tfu l accounts be inc lud ed  in  th e  notes to  th e  fin a n c ia l s ta tem en ts. Such a 
de scrip tion  shou ld  id e n tify  th e  facto rs th a t in flue nced  m anagem ent’s ju d g m e n t and m ay also inc lud e  
d iscussion o f r is k  e lem ents re le va n t to  p a rtic u la r categories o f fin a n c ia l in s tru m e n ts . In  a d d itio n , 
SOP 01-6 re q u ire s  th a t th e  sum m ary  o f s ig n ific a n t accounting  po lic ies inc lud e  th e  p o licy  fo r cha rg ing  
o ff u n co llec tib le  tra d e  receivables.
SOP 01-6 con ta ins  o th e r p re se n ta tio n  and d isclosure  re qu ire m en ts  th a t m ay a p p ly  to  th e  fin a n c ia l 
s ta tem en ts  o f insu rance  e n titie s . Readers shou ld  re fe r to  th e  fu l l  te x t o f SOP 01-6. A ll  o f the  
d isclosure  re qu ire m en ts  o f SOP 01-6 are n o t p resented in  these illu s tra t iv e  fin a n c ia l s ta tem en ts.
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LIABILIT IES 20X2 20X1
Losses and loss-adjustment expenses
$1,030,345(note 1 and 4) $1,183,343
Unearned premiums (note 1) 493,833 482,619
Dividends to policyholders 3,087 4,042
Reinsurance funds withheld and balances
payable 15,727 35,584
Accrued expenses 85,780 82,608
Federal income taxes payable (notes 1 and 5) 3,166 7,058
Deferred income taxes (notes 1 and 5) 34,084 35,133
Other liabilities 56,144 43,782
Total liabilities 1,875,164 1,721,171
Commitments and contingencies (Note 8)
SHAREHOLDERS’ EQUITY (note 7)
Common stock ($5 par value authorized— 11,500
shares; issued— 2,500 shares, including 200
shares in treasury in 20X2 and 20X1) 12,500 12,500
Paid-in capital 22,500 22,500
Retained earnings (notes 6 and 7) 390,815 351,521
Accumulated other comprehensive income:
Net unrealized appreciation on securities
available-for-sale, net of deferred income
taxes (20X2— $3,095; 20X1— $3,139) 5,748 5,830
Less treasury stock, at cost (4,500) (4,500)
Total shareholders’ equity 427,063 387,851
TOTAL LIABILITIES AND
SHAREHOLDERS’ EQUITY2 $2,302,227 $2,109,022
See accompanying notes to consolidated financial statements.
2 FASB Statement No. 150, Accounting for Certain Financial Instruments With Characteristics 
of Both Liabilities and Equity establishes standards for how an issuer classifies and measures certain 
financial instruments with characteristics of both liabilities and equity and requires that an issuer 
classify a financial instrument that is within its scope as a liability (or an asset in some circum­
stances). Many of those instruments were previously classified as equity. Paragraphs 26-28 of the 
FASB Statement also govern disclosure requirements, which include, but are not limited to, disclos­
ing the nature and terms of financial instruments and the rights and obligations embodied in those 
instruments along with settlement information. The standard’s effective dates have been deferred 
indefinitely for certain instruments by FASB Staff Position 150-3. However, during the deferral 
period, all public and non public entities that are SEC registrants are required to follow the 
disclosure requirements in paragraphs 26 and 27 as well as disclosures required by other applicable 
guidance.
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Exh ib it C-2
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The Property and Liability Insurance Company and Subsidiaries
C onsolidated S tatem ents o f Incom e 
F or the  Years Ended December 31, 20X2 and 20X1 
(D o lla rs  in  th o u s a n d s )
R E V E N U E S 2 0 X 2 2 0 X 1
Prem ium s earned $656,517 $603,461
Prem ium s ceded (85,632) (78,715)
N e t p rem ium s earned (notes 1 and 3) 570,885 524,746
N e t investm en t income 146,683 130,070
N e t rea lized  gains and losses on investm ents 
and o the r (note 1) 84,776 32,272
O ther 13,288 8,784
T o ta l revenues 815,632 695,872
E X P E N S E S
Losses and loss-ad justm ent expenses
(notes 1 and 3) 509,568 432,413
Policyho lder d iv idends (note 1) 4,833 7,395 
Policy acqu is ition  and o ther u n d e rw ritin g
expenses (note 1) 211,239 185,834
O the r 8,347 2,215
T ota l expenses 733,987 627,857
Incom e before income taxes 81,645 68,015 
P rovis ion  (benefit) fo r income taxes 
(note 5)
C u rre n t 26,108 16,291
D eferred (1,007) 881
T o ta l income taxes 25,101 17,172
N E T  IN C O M E  $ 56,544 $ 50,843
See accom panying notes to  consolidated fin a n c ia l statem ents.
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E x h ib i t  C -3
The Property and Liability Insurance Company and Subsidiaries1
C onsolidated S tatem ents o f Com prehensive Income 
F or the  Years Ended December 31, 20X2 and 20X1 
(D o lla rs  in  th o u s a n d s )
2 0 X 2  2 0 X 1
N e t income $ 56,544 $ 50,843
O the r comprehensive income, ne t o f tax:
U nrea lized  ho ld ing  gains on availab le-for-sale  
securities, ne t o f ta x  expense o f $29,627 and
$12,312 in  20X2 and 20X1, respective ly 55,022 22,865
R eclassifica tion ad justm ents fo r am ounts included 
in  ne t income, ne t o f ta x  expense o f $(29,671)
and $(11,295) in  20X2 and 20X1, respective ly (55,104) (20,977)
Com prehensive income $ 56,462 $ 52,731
1 N ote : I f  th e re  was a c u m u la tive  e ffect o f changes in  accounting  p rin c ip le s  adopted to  conform  
to  th e  rev ised  A cco u n tin g  Practices a n d  Procedures M a n u a l, i t  w ou ld  be show n in  th is  schedule.
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E x h ib i t  C -5
The Property and Liability Insurance Company and Subsidiaries1
Consolidated Statem ents o f Cash F low  
F or the  Years Ended December 31, 20X2 and 20X1 
(D o lla rs  in  th o u s a n d s )
2 0 X 2  2 0 X 1
Cash flows from  opera ting  ac tiv itie s :
P rem ium s collected $ 580,862 $ 536,532 
Losses and loss ad justm ent expenses
paid  (356,570) (352,411)
U n d e rw ritin g  expenses pa id  (208,067) (184,006) 
N e t rea lized  gains on
availab le-for-sale  securities 142,893 126,860 
N et (increase) decrease in
tra d in g  securities (424) 1,095
Income taxes pa id  (30,000) (21,300)
M iscellaneous receipts (paym ents) (45,701) 25,171
N et cash provided by opera ting  
ac tiv itie s  82,993 131,941
Cash flows from  inve s ting  activ ities :
Purchases o f availab le-for-sale  
securities (656,359) (274,756)
Proceeds from  sales o f availab le-for-sale  
securities 590,644 195,826
Purchases o f h e ld -to -m a tu rity  
securities (49,826) (176,871)
Proceeds from  m a tu ritie s  o f held- 
to -m a tu rity  securities 60,005 146,080
Purchase o f p rope rty  and equ ipm ent (7,000) (2,356)
N e t cash used in  inves ting  
ac tiv itie s  (62,536) (112,077)
Cash flows from  fin anc ing  ac tiv itie s :
Paym ent o f d ividends (17,250) (15,000)
Purchase o f trea su ry  shares —  (4,500)
N et cash used in  fin anc ing  a c tiv itie s  (17,250) (19,500)
N e t increase (decrease) in  cash 3,207 364
Cash and cash equiva len ts a t beg inn ing  o f year 28,357 27,993
Cash and cash equiva len ts a t end o f year $ 31,564 $ 28,357
1 N ote : I f  th e re  w as a cu m u la tive  e ffect o f changes in  accounting  p rin c ip le s  adopted to  conform  
to  th e  rev ised  A cco u n tin g  P ractices and Procedures M a n u a l, i t  w o u ld  be shown in  th is  schedule.
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R econcilia tion o f ne t income to  net
cash provided by opera ting  a c tiv itie s
2 0 X 2 2 0 X 1
N et income 56,544 50,843
A d justm ents  to reconcile ne t income
to ne t cash provided by opera ting
activ itie s :
D epreciation 2,580 2,389
Gains on sales o f investm en t (84,776) (32,272)
Increase in  accrued in te re s t and
dividends (3,790) (2,983)
Increase in  p rem ium  and agents’
balances 917 (718)
Increase in  prepaid  re insurance prem ium s (2,606) (1,953)
Increase in  reinsurance receivable (3,447) (892)
Increase in  deferred po licy acqu is ition
costs (14,033) (10,963)
Increase in  unpa id  losses and loss
ad justm ent expenses 152,998 112,991
Increase in  unearned prem ium s 11,214 9,816
Decrease in  d iv idends payable (955) (820)
Decrease in  re insurance funds w ith h e ld (19,857) (18,152)
Increase in  accrued expenses 3,172 2,915
Decrease in  income taxes (4,941) (3,156)
Decrease (increase) in  o ther— net (10,027) 24,896
N et cash provided by opera ting  ac tiv itie s $ 82,993 $131,941
See accom panying notes to consolidated fin a n c ia l statem ents.
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Exhibit C-6  
The Property and Liability Insurance Company and Subsidiaries
Notes to  Consolidated F ina nc ia l S tatem ents 
F or the Years Ended December 31, 20X2 and 20X1
1. N ature o f O perations and Sum m ary o f S ign ifican t A ccounting Policies
N a tu re  o f  O p e ra tio n s : The P rope rty  and L ia b ility  Insurance Com pany 
and subsid ia ries (the Company) is a nonpublic insurance organ ization  
p ro v id ing  p rope rty  and lia b il ity  coverage to  bo th  dom estic and fo re ign  
m arkets. The Com pany is p rin c ip a lly  invo lved in  w r it in g  insurance fo r 
dom estic com m ercial lines.
The s ig n ifica n t accounting policies fo llow ed by the  Com pany are sum m a­
rized  as fo llows:
Use o f  E s t im a te s : The p repa ra tion  o f fin a n c ia l statem ents in  con fo rm ity  
w ith  genera lly  accepted accounting p rinc ip les requ ires m anagem ent to 
m ake estim ates and assum ptions th a t affect the  reported  am ounts o f 
assets and lia b ilit ie s  and disclosure o f contingent assets and lia b ilit ie s  a t 
the  date o f the  fin a n c ia l sta tem ents and the  reported  am ounts o f revenues 
and expenses d u rin g  the  re p o rtin g  period. A c tua l resu lts  could d iffe r from  
those estim ates.
P r in c ip le s  o f  C o n s o lid a t io n :  The consolidated fin a n c ia l sta tem ents in ­
clude the accounts, a fte r in tercom pany e lim ina tions , o f the  Com pany and 
its  subsidiaries.
B a s is  o f  P re s e n ta tio n : The accom panying fin a n c ia l sta tem ents have 
been prepared in  con fo rm ity  w ith  genera lly  accepted accounting p rinc ip les 
th a t d iffe r from  s ta tu to ry  accounting practices prescribed o r p e rm itted  fo r 
insurance companies by regu la to ry  au tho rities .
T ra d in g  S e c u r it ie s : Bonds, notes, and redeemable and non-redeemable 
pre ferred  stock he ld  p rin c ip a lly  fo r resale in  the  near te rm  are c lassified 
as tra d in g  securities and recorded a t th e ir  fa ir  values. Realized and 
unrea lized  gains and losses on tra d in g  securities are included in  o ther 
income.
S e c u r it ie s  H e ld  to  M a tu r i t y :  Bonds, notes, and redeemable and non-re­
deemable p re ferred  stock fo r w h ich  the  insurance company has the  in te n t 
and a b ility  to  ho ld  to  m a tu r ity  are reported  a t am ortized  cost, adjusted fo r 
a m o rtiza tion  o f p rem ium s or discounts and o the r-than -tem porary  declines 
in  fa ir  va lue. Realized gains and losses are determ ined using  the  specific 
id e n tifica tio n  m ethod.
S e c u r it ie s  A v a i la b le  f o r  S a le : Bonds, notes, common stock, and redeem ­
able p re ferred  stock no t c lassified as e ith e r tra d in g  o r h e ld -to -m a tu rity  are 
reported  a t fa ir  va lue, adjusted fo r o ther th a n  tem pora ry  declines in  fa ir  
va lue, w ith  unrea lized  gains and losses, ne t o f tax , reported as a net 
am ount in  o the r comprehensive income. Realized gains and losses are 
determ ined using  the  specific id e n tifica tio n  m ethod.
M o rtg a g e  L o a n s  o n  R e a l E s ta te : Reported a t unpa id  balances, adjusted 
fo r a m o rtiza tion  o f p rem ium  or d iscount, less a p rovis ion  fo r c red it losses.
R e a l es ta te : Reported a t cost, less allowances fo r depreciation and 
im p a irm e n t o f va lue.
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C a sh  E q u iv a le n ts : Cash equ iva len ts are short-te rm , h ig h ly  liq u id  in ­
vestm ents w ith  o rig in a l m a tu ritie s  o f th ree  m onths o r less.
R e c o g n it io n  o f  P re m iu m  R e ve n u e s : P rope rty  and lia b il ity  prem ium s are 
genera lly  recognized as revenue on a pro ra ta  basis over the policy te rm . 
The po rtion  o f p rem ium s th a t w il l  be earned in  the  fu tu re  are deferred and 
reported  as unearned prem ium s.
D e fe rre d  P o lic y  A c q u is i t io n  C osts : Com m issions and o ther costs o f ac­
q u irin g  insurance th a t v a ry  w ith  and are p r im a r ily  re la ted  to  the  produc­
tio n  o f new and renew al business are deferred and am ortized  over the  
te rm s o f the  policies or re insurance trea ties  to  w h ich  they re la te . Proceeds 
from  reinsurance transactions th a t represent recovery o f a qu is ition  costs 
sha ll reduce applicable unam ortized  acqu is ition  costs in  such a m anner 
th a t n e t a qu is ition  costs are cap ita lized  and charged to  expense in  p ropor­
tion  to net revenue recognized. A m ortiza tion  in  20X2 and 20X1 was approx­
im a te ly  $58,000,000 and $55,000,000, respective ly.
P ro p e r ty  a n d  E q u ip m e n t:  P rope rty  and equ ipm ent is recorded a t cost 
and is depreciated p rin c ip a lly  under the  s tra ig h t-lin e  m ethod over the  
estim ated usefu l lives o f the  respective assets.
In s u ra n c e  L ia b i l i t ie s :  The lia b il ity  fo r losses and loss-ad justm ent ex­
penses includes an am ount determ ined from  loss reports  and in d iv id u a l 
cases and an am ount, based on past experience, fo r losses incu rre d  b u t no t 
reported. Such lia b ilit ie s  are necessarily based on estim ates and, w h ile  
m anagem ent believes th a t the  am ount is adequate, the  u ltim a te  lia b ility  
m ay be in  excess o f or less th a n  the am ounts provided. The m ethods fo r 
m ak ing  such estim ates and fo r estab lish ing  the  re su ltin g  lia b il ity  are 
co n tin ua lly  reviewed, and any adjustm ents are reflected in  earnings 
cu rren tly . The reserve fo r losses and loss-ad justm ent expenses is reported 
net o f receivables fo r salvage and subrogation o f approxim ately $17,527,000 
and $16,276,000 a t December 31, 20X2 and 20X1, respective ly.
P a r t ic ip a t in g  P o lic ie s : P a rtic ip a tin g  business represents 6 percent o f 
to ta l p rem ium s in  force and p rem ium  income a t December 31, 20X2, and 
8 percent a t December 31, 20X1. The m a jo rity  o f p a rtic ip a tin g  business is 
composed o f w orkers ’ com pensation policies. The am ount o f d iv idends to  
be pa id  on these policies is determ ined based on the te rm s o f the  in d iv id u a l 
policies.
R e in s u ra n c e : In  the norm a l course o f business, the  Com pany seeks to 
reduce the  loss th a t m ay arise from  catastrophes o r o ther events th a t cause 
unfavorable  u n d e rw ritin g  resu lts  by re in su rin g  ce rta in  levels o f r is k  in  
various areas o f exposure w ith  o the r insurance enterprises or re insurers. 
A m ounts recoverable from  re insu re rs  are estim ated in  a m anner consis­
te n t w ith  the  re insu red  policy. The am ount by w h ich  the  lia b ilit ie s  asso­
ciated w ith  the re insured  policies exceed the  am ounts pa id  fo r re troactive  
reinsurance contracts is  am ortized  in  income over the estim ated rem a in ­
in g  se ttlem ent period  using  the  in te re s t m ethod. The effects o f subsequent 
changes in  estim ated o r actua l cash flows are accounted fo r by ad jus ting  
the  p reviously deferred am ount to  the  balance th a t w ou ld  have existed 
had the  revised estim ate  been ava ilab le  a t the  inception  o f the  re insurance 
transactions, w ith  a corresponding charge o r c red it to  income.
C o d if ic a t io n :  The N a tio na l Association o f Insurance Com m issioners 
revised the A c c o u n t in g  P ra c tic e s  a n d  P ro c e d u re s  M a n u a l in  a process 
referred to as Codification. Codification became effective on January 1 , 2001. 
The Com pany’s sta te  o f dom icile  has adopted the  provisions o f the revised 
m a n u a l e ffec tive  Ja n u a ry  1, 2001. The rev ised  m a n u a l has changed, to
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some exten t, prescribed s ta tu to ry  accounting practices, and has resu lted  
in  changes to  the  C om pany’s s ta tu to ry -b a s is  fin a n c ia l s ta tem ents . The 
cu m u la tive  e ffec t o f changes in  accounting  princip les adopted to conform
to the revised A c c o u n t in g  P ra c tic e s  a n d  P ro c e d u re s  M a n u a l o f $___ has
been reported  as an ad justm ent to  increase (decrease) surp lus in  the 
Com pany’s s ta tu tory-basis fin a n c ia l sta tem ents as o f January  1, 2001.
In c o m e  T a x e s : Incom e ta x  provisions are based on the  asset and lia b il ity  
m ethod. D eferred federa l income taxes have been provided fo r tem pora ry  
differences between the ta x  basis o f assets and lia b ilit ie s  and th e ir  re ­
ported am ounts in  the fin an c ia l statem ents. Such differences are re la ted  
p rin c ip a lly  to  the de fe rra l o f po licy a cqu is ition  costs and the  recogn ition  o f 
salvage and subrogation on an accrual basis.
In c o m e  p e r  S h a re  o f  C o m m o n  S to c k : Income per share o f common stock 
is based on the w eighted average num ber o f shares o f common stock 
ou ts tand ing  d u rin g  each year. The effect o f stock options is no t m a te ria l 
to the  com puta tion  o f earnings per share.
2. Investm ents
In  rep o rting  disclosures about investm ents in  securities, en titie s  should 
com ply p r im a r ily  w ith  the requ irem ents o f paragraphs 6 ,  1 7 , 19, 20, 21, and 22 
o f FASB S tatem ent No. 115 (as amended); paragraphs 47 and 48 o f FASB 
S tatem ent No. 60 (as amended) and paragraphs 22, 23, and 28 o f FASB 
S tatem ent No. 91 (as amended). O the r disclosure requ irem ents m ay also be 
applicable.
3. R einsurance A c tiv ity
S ubstan tia l am ounts o f re insurance are assumed, both  dom estic and fore ign. 
Such reinsurance includes quota share, excess o f loss, catastrophe, fa cu lta tive , 
and o ther form s o f re insurance on essen tia lly  a ll p rope rty  and casua lty lines o f 
insurance. The Com pany also cedes insurance to o the r companies and these 
reinsurance contracts do no t re lieve  the  Com pany from  its  obliga tions to 
policyholders. F a ilu re  o f re insu re rs  to  honor th e ir  ob ligations could re su lt in  
losses to  the  Com pany; consequently, allowances are established fo r am ounts 
deemed uncollectib le . The Com pany evaluates the fin a n c ia l cond ition  o f its  
re insu re rs  and m on ito rs concentrations o f c red it r is k  a ris ing  from  s im ila r 
geographic regions, a c tiv itie s , o r economic characte ris tics o f the re insu re rs  to 
m in im ize  its  exposure to  s ign ifican t losses from  re insu re r insolvencies. A t 
December 3 1 , 20X2, re insurance receivables w ith  a ca rry ing  value o f $8 m illio n  
and prepaid  re insurance p rem ium s o f $5 m illio n  were associated w ith  a single 
re insu re r. The Com pany holds co lla te ra l under re la ted  reinsurance agreements 
in  the  fo rm  o f le tte rs  o f c red it to ta lin g  $5 m illio n  th a t can be draw n on fo r 
am ounts th a t rem a in  unpa id  fo r more th a n  120 days.
The Com pany lim its  the  m axim um  net loss th a t can arise from  large  risks  or 
risks  in  concentrated areas o f exposure by re in su rin g  (ceding) ce rta in  levels o f 
risks  w ith  o ther insu re rs  or re insurers, e ith e r on an au tom atic  basis under 
general re insurance contracts know n as “ tre a tie s ” o r by negotia tion  on substan­
t ia l in d iv id u a l risks . Ceded re insurance is trea ted  as the  r is k  and lia b il ity  o f 
the  assum ing companies.
The effect o f re insurance on p rem ium s w ritte n  and earned fo r 20X2 and 20X1 
are as fo llows:
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(D o lla rs  in  th o u s a n d s )
2 0 X 2 2 0 X 1
W r it te n E a rn e d W r it te n
D irec t $ 477,836 $457,828 $420,580
Assum ed 206,814 198,689 207,328
Ceded (102,551) (85,632) (86,100)
N et $ 582,099 $570,885 $541,808
E a rn e d
$415,369
188,092
(78,715)
$524,746
The am ounts o f recoveries p e rta in in g  to re insurance contracts th a t were 
deducted from  losses incu rred  d u rin g  20X2 and 20X1 were approxim ate ly  
$4,892,000 and $3,232,000, respectively.
4. L ia b ility  fo r  U npa id  Losses and Loss A d jus tm en t Expenses
A c tiv ity  in  the lia b il ity  fo r unpa id  losses and loss ad justm ent expenses is 
sum m arized as fo llow s:
(D o lla rs  in  th o u s a n d s )
Balance a t Ja nu ary  1 
Less reinsurance recoverables
N e t Balance a t Ja nu ary  1
In cu rred  re la ted  to:
C u rre n t year 
P rio r years
T o ta l incu rred
Paid  re la ted  to:
C u rre n t year 
P rio r years
T o ta l pa id
N e t Balance a t December 31 
P lus reinsurance recoverables
Balance a t December 31
20X2
$1,030,345
23,728
1,006,617
509,843
(275)
509,568
56,015
300,555
356,570
1,159,615
23,728
2 0 X 1
$947,890
21,275
926,615
429,294
3,119
432,413
42,315
310,096
352,411
1,006,617
23,728
$1,183,343 $1,030,345
As a re s u lt o f changes in  estim ates o f insured  events in  p rio r years, the provis ion  
o f losses and loss ad justm ent expenses (ne t o f re insurance recoveries o f $X and 
$X in  20X2 and 20X1, respective ly) decreased by $275 in  20X2 because o f 
low er-than -an tic ipa ted  losses on H u rricane  H ow ard, and increased by $3,119 
in  20X1 because o f h ig h e r-th a n -a n tic ip a te d  losses and re la te d  expenses 
fo r  cla im s fo r asbestos-related illnesses, tox ic  waste cleanup, and w orkers ’ 
compensation.
5. Incom e Taxes
The U .S. Federa l s ta tu to ry  income ta x  ra te  applicable to  o rd in a ry  income is 
34 percent fo r 20X2 and 20X1. The Com pany’s effective federa l income ta x  ra te  
is  less th a n  the s ta tu to ry  ra te  due p r im a r ily  to  ta x  exem pt in te res t, d ividends- 
received deduction, and fresh s ta rt adjustm ents.
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The components o f the  ne t deferred ta x  l ia b ility  are as fo llow s:
(D o lla rs  in  th o u s a n d s )
2 0 X 2  2 0 X 1
Deferred policy acqu is ition  costs $17,093 $17,298
Salvage and subrogation 12,901 11,736
O the r 4,090 6,101
D eferred ta x  lia b il ity  $34,084 $35,135
The Com pany has ne t opera ting  loss ca rryfo rw ards fo r ta x  purposes o f 
$35,297 and investm en t ta x  cred it ca rryfo rw ards o f $49,396. The ta x  loss 
ca rryfo rw ards ( i f  no t u tiliz e d  against taxable  income) and investm en t ta x  cred it 
ca rry fo rw ards expire  beg inn ing  in  20XX and con tinu ing  th rough  20YY.
The Com pany pa id  income taxes o f $30,000 in  20X2 and $21,300 in  20X1.
6. D iv idends F rom  S ubsid iaries
The fu nd ing  o f the  cash requ irem ents o f the  Com pany (pa rent company) is 
p r im a r ily  provided by cash d ividends from  the  Com pany’s subsidiaries. D iv i­
dends pa id  by the insurance subsid iaries are res tric ted  by regu la to ry  requ ire ­
m ents o f the  d om ic ilia ry  states. G enera lly, the  m axim um  d iv idend  th a t m ay be 
pa id  w ith o u t p r io r regu la to ry  approval is lim ite d  to the greate r o f 10 percent 
o f s ta tu to ry  su rp lus (shareholders’ equ ity  on a s ta tu to ry  basis) or 100 percent 
o f ne t investm en t income fo r the p rio r year. D iv idends exceeding these lim ita ­
tions can genera lly  be made subject to approval by various state insurance 
d epartm en ts . The subs id ia rie s  p a id  cash d iv idends to  th e  C om pany o f 
$24,754,000 and $22,100,000 in  20X2 and 20X1, respective ly. A t December 31, 
20X2, the m axim um  d iv idend  th a t m ay be paid  to  the Com pany in  20X3 w ith o u t 
regu la to ry  approval is  app rox im a te ly  $146,000,000.
7. S ta tu to ry  N et Incom e and Shareholders’ E q u ity
The Company, w h ich  is dom iciled in  ABC  State, prepares its  s ta tu to ry  
fin a n c ia l sta tem ents in  accordance w ith  accounting p rinc ip les and practices 
prescribed o r p e rm itted  by the ABC state insurance departm ent, w h ich  (state 
o f dom icile) recognizes fo r d e te rm in ing  solvency under the  (state o f dom icile) 
Insurance Law . The com m issioner o f the sta te  o f dom icile  Insurance D epart­
m ent has the  r ig h t to  p e rm it o ther practices th a t m ay deviate from  prescribed 
practices. Prescribed s ta tu to ry  accounting practices are those practices th a t are 
incorporated d ire c tly  or by reference in  state laws, regu la tions, and general 
a dm in is tra tive  ru les  applicable to  a ll insurance enterprises dom iciled in  (state 
o f dom icile). P e rm itte d  s ta tu to ry  accounting practices encompass a ll account­
ing  practices th a t are no t prescribed; such practices d iffe r from  state to  state, 
m ay d iffe r from  company to company w ith in  a state, and m ay change in  the 
fu tu re .
N o te :  A lth o u g h  th e  fo l lo w in g  s ta tu to ry  f in a n c ia l in fo rm a t io n  is  n o t re q u ire d  
to  be d is c lo s e d  in  f in a n c ia l  s ta te m e n ts  p re p a re d  in  c o n fo rm ity  w i th  G A A P , 
in s u ra n c e  e n t it ie s  so m e tim e s  in c lu d e  s u c h  d is c lo s u re s  to  fa c i l i ta te  use o f  those  
f in a n c ia l s ta te m e n ts  fo r  p u rp o s e s  o f  f i l i n g  w i th  s ta te  re g u la to ry  a u th o r i t ie s . T he  
second  d is c lo s u re  is  re q u ire d  u n d e r  S O P  0 1 -5 , Am endm ents to  Specific A IC P A  
Pronouncem ents fo r Changes Related to  the  N A IC  C od ification.
G enera lly  accepted accounting p rinc ip les d iffe r in  ce rta in  respects from  the 
accounting practices prescribed o r p e rm itted  by insurance reg u la to ry  a u th o ri­
ties (s ta tu to ry  basis). S ta tu to ry  n e t incom e was a p p ro x im a te ly  $35.7 m illio n
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and $52.7 m illio n  in  20X2 and 20X1, respective ly, and s ta tu to ry  shareholders’ 
equ ity , in c lu d ing  the  effects o f prescribed and p e rm itted  practices was approxi­
m ate ly  $347.2 m illio n  and $299.7 m illio n  a t December 31, 20X2 and 20X1, 
respective ly.
The Com pany’s s ta tu to ry  fin a n c ia l statem ents are presented on the  basis o f 
accounting practices prescribed or p e rm itted  by the  [s ta te  o f  d o m ic ile ]  In s u r­
ance D epartm ent. [S ta te  o f  d o m ic ile ]  has adopted the  N a tio n a l Association o f 
Insurance Com m issioners’ s ta tu to ry  accounting practices (N A IC  SAP) as the 
basis o f its  s ta tu to ry  accounting practices, except th a t i t  has re ta ined  the  
prescribed practice o f w r it in g  o ff goodw ill im m ed ia te ly  to s ta tu to ry  su rp lus in  
the year o f acqu is ition.
In  add ition , the com m issioner o f [s ta te  o f  d o m ic ile ]  Insurance D epartm en t has 
the r ig h t to  p e rm it o ther specific practices th a t m ay deviate from  prescribed 
practices. The com m issioner has p e rm itted  the  Com pany to  record its  home 
office p rope rty  a t estim ated fa ir  va lue instead o f a t depreciated cost, as requ ired  
by N A IC  SAP. T h is accounting practice increased s ta tu to ry  cap ita l and surp lus 
by $____ m illio n  and $_____ m illio n  a t December 31, 20X2 and 20X1, respec­
tive ly , over w ha t i t  w ou ld  have been had the  pe rm itted  practice no t been 
allowed. The Com pany’s s ta tu to ry  cap ita l and surp lus, inc lu d ing  the  effects o f
the pe rm itted  practice, was $____ m illio n  and $_____ m illio n  a t December 31,
20X2 and 20X1, respective ly.
H ad the  Com pany am ortized its  goodw ill over ten  years and recorded its  home 
office p rope rty  a t depreciated cost, in  accordance w ith  N A IC  SAP, the  Com­
pany’s cap ita l and surp lus w ou ld  have been $____ m illio n  and $_____m illio n  a t
December 31, 20X2 and 20X1, respectively.
8. C ontingencies
In  N ovem ber____ , C a lifo rn ia  voters passed P roposition 103, re q u irin g  in s u r­
ers doing business in  th a t state to  ro ll back property /casua lty  p rem ium  prices 
to N ovem ber____ levels, less an additiona l 20 percent discount. Insurers cha l­
lenged the  co n s titu tio n a lity  o f P roposition  103, and in  M a y ____ the C a lifo rn ia
Supreme C ou rt upheld  the  proposition  in  large pa rt. However, the  C o u rt also 
ru led  th a t the ro llback  p rovis ion  does no t app ly to an in su re r who dem onstrates 
th rough  ra te  filin g s  th a t the  ra te  ro llback w ould no t a llow  a “ fa ir  and reasonable 
re tu rn .” The Com pany file d  fo r exem ption from  the ra te  ro llb a c k  fo r a ll line s
affected by P roposition  103. In  Septem ber ____ , the  C a lifo rn ia  Insurance
C om m issioner announced th a t the  Com pany w ould  be afforded a hea ring  and, 
using  d iffe re n t assum ptions and m ethods th an  prescribed fo r the o rig in a l filin g , 
determ ined th a t the Com pany should ro ll back its  rates and re fund  prem ium s 
o f $19 m illio n . The Com pany disagrees w ith  the Com m issioner’s methods and 
conclusions, and no p rovis ion  fo r p o te n tia l ra te  ro llbacks or p rem ium  refunds 
is reflected in  the  fin a n c ia l resu lts.
In  O c to b e r____ , the Com m issioner suspended the  in d iv id u a l hearings and
began a consolidated hearing, in  w h ich  the Com pany is p a rtic ip a tin g , in tended 
to  define the generic issue o f the m ethods to be used to ca lcu late  po te n tia l ra te  
ro llbacks and analyze fu tu re  ra te  filin g s . U n t il the  generic issues are resolved 
in  the  Com m issioner’s consolidated hearing , there  w ill  be u n ce rta in ty  as to  
w he ther the Com pany w ill u lt im a te ly  be requ ired  to ro ll back any o f its  rates 
or re fund  any prem ium s. M anagem ent believes such ra te  ro llbacks and p re ­
m ium  refunds, i f  any, w ould  no t have a m a te ria l adverse effect on the Com­
pany’s fin a n c ia l position.
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9. C oncentra tions o f C re d it R isk
A t December 31, 20X2, the  Com pany held  unra ted  or less-than-investm ent
grade corporate debt securities o f $_________net o f reserves fo r losses, w ith  an
aggregate m a rke t va lue o f $_________. Those hold ings am ounted to  6% o f the
Com pany’s corporate debt securities investm ents and less th an  3%  o f to ta l 
assets. The hold ings o f less-than-investm ent grade securities are w ide ly  d ive r­
s ified  and o f sa tis factory q u a lity  based on the Com pany’s investm en t policies 
and c red it standards. The Com pany also invests in  m ortgage loans p rin c ip a lly  
in vo lv in g  com m ercial rea l estate. A t December 3 1 , 20X 2 , 20% o f such m ortgages 
($_________) invo lved p roperties located in  C a lifo rn ia  and A rizona. Such inves t­
m ents consist o f f ir s t  m ortgage liens on completed incom e-producing p roper­
ties, and mortgages on in d iv id u a l properties do not exceed $_________.
10. F a ir Value o f F in a n c ia l In s tru m e n ts1
The fo llow ing  m ethods and assum ptions were used to  estim ate the  fa ir  va lue 
o f each class o f fin a n c ia l ins tru m e n ts  fo r w h ich  i t  is practicab le  to  estim ate th a t 
value:
C a sh  a n d  S h o r t  T e rm  In v e s tm e n ts . For those short te rm  in s tru ­
m ents, the  ca rry ing  am ount is a reasonable estim ate o f fa ir  value.
In v e s tm e n t in  S e c u r it ie s . F o r investm ents in  securities, fa ir  values 
are based on quoted m arke t prices o r dealer quotes, i f  availab le . I f  a 
quoted m a rke t price is no t availab le , fa ir  va lue is estim ated using 
quoted m a rke t prices fo r s im ila r securities.
M o rtg a g e  L o a n s  o n  R e a l E s ta te  a n d  P o lic y  L o a n s . The fa ir  va lue o f 
m ortgage loans on rea l estate is  estim ated using  the  quoted m arke t 
prices fo r securities backed by s im ila r loans, adjusted fo r differences 
in  loan characteristics. The fa ir  va lue o f po licy loans is estim ated by 
d iscoun ting  the fu tu re  cash flow s using  the  cu rre n t ra tes a t w hich  
s im ila r loans w ou ld  be made to  contract holders w ith  s im ila r c red it 
ra tin gs  and the same rem a in ing  m a tu ritie s .
The estim ated fa ir  values o f the  Com pany’s fin a n c ia l ins trum en ts  
w h ich  are not disclosed on the face o f the  balance sheet or elsewhere 
in  the notes are as fo llow s:
________ 2 0 X 2 ________ ___________2 0 X 1________
C a r r y in g  C a r r y in g
A m o u n t  F a i r  V a lu e  A m o u n t  F a i r  V a lu e
M ortgage on rea l estate
loans $472,509 $474,163 $398,426 $401,582
Policy loans 19,862 20,974 18,623 19,953
1 FASB S ta tm e n t No. 126, E xem ption  F ro m  C e rta in  R equ ired  D isclosures A b o u t F in a n c ia l 
In s tru m e n ts  fo r  C e rta in  N o n p u b lic  E n titie s , as am ended b y  FASB S ta tem ents  N o. 133, A ccoun ting  fo r  
D e riva tive  In s tru m e n ts  an d  H ed g in g  A c tiv itie s , and No. 149, A m endm en t o f  S ta tem ent 133 on 
D e riva tive  In s tru m e n ts  a n d  H e d g in g  A c tiv itie s , am ends FASB S ta te m en t No. 107, D isclosures A bou t 
F a ir  Value o f F in a n c ia l In s tru m e n ts , to  m ake the  disclosures about fa ir  va lue  o f fin a n c ia l in s tru m e n ts  
prescribed in  FASB S ta te m e n t No. 107 op tio n a l fo r e n titie s  th a t m eet a ll o f th e  fo llo w in g  c r ite r ia :
a. The e n tity  is  a n o npub lic  e n tity  (as de fined in  FASB S ta te m en t No. 126).
b. The e n tity ’s to ta l assets are less th a n  $100 m illio n  on th e  da te o f th e  fin a n c ia l s ta tem ents.
c. The e n tity  has no in s tru m e n t th a t, in  w ho le  o r in  p a rt, is  accounted fo r as a d e riv a tiv e  in s tru ­
m e n t u n d e r FASB S ta te m en t No. 133, o th e r th a n  com m itm en ts  re la te d  to  th e  o r ig in a tio n  o f 
m ortgage loans to  be he ld  fo r sale, d u rin g  th e  re p o rtin g  period.
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Appendix D 
Auditor's Reports
[The m a te ria l th a t had been inc luded  in  th is  appendix has been revised  
and m oved to  chap te r 8 o f the  gu ide.]
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Appendix E 
N A IC  Insurance R egulatory Inform ation  
System (IRIS)1
The N A IC  Insurance R egula tory In fo rm a tio n  System  (IR IS ) was developed 
to  assist the  state insurance departm ents in  m on ito ring  fin a n c ia l conditions o f 
p rope rty  and lia b il ity  insurance companies. The system  uses fin a n c ia l ra tio s  to 
id e n tify  companies th a t m ay be hav ing  fin an c ia l d ifficu ltie s . Such “p r io r ity ” 
companies can then  be ta rgeted  fo r closer surve illance or perhaps fo r on-site 
exam ination .
F in a n c ia l R a tio s
F inanc ia l ra tios  can be categorized as overa ll ra tios, p ro fita b ility  ra tios, 
liq u id ity  ra tios , or reserve ra tios. A  b r ie f descrip tion  o f each o f the in d iv id u a l 
ra tios  and the acceptable resu lts  (based on the guidance in  effect in  2001) 
fo llows.
O v e r a ll  R a tio s
G ross P re m iu m s  W r it te n  to  P o lic y h o ld e rs ’ S u rp lu s .  A  company’s po licyho ld­
ers’ su rp lus provides a cushion fo r absorbing above-average losses. T h is  ra tio  
measures the adequacy o f th is  cushion, ne t o f the effects o f p rem ium s ceded to  
re insurers. The h ighe r the ra tio , the more r is k  the  company bears in  re la tio n  
to  the  policyho lders’ su rp lus ava ilab le  to  absorb loss va ria tions . T h is ra tio  is 
calculated by d iv id in g  gross prem ium s w ritte n  by policyho lders’ surp lus. The 
resu lts  o f th is  tes t should include resu lts  up to  900 percent.
N e t P re m iu m s  W r it te n  to  P o lic y h o ld e rs ’ S u rp lu s .  A  company’s surp lus p ro ­
vides a cushion fo r absorbing above-average losses. T h is ra tio  measures the  
adequacy o f th is  cushion. The h ighe r the  ra tio , the  m ore r is k  the  company bears 
in  re la tio n  to the su rp lus ava ilab le  to  absorb loss va ria tions . T h is  ra tio  is 
calculated by d iv id in g  ne t prem ium s w ritte n  by policyho lders’ surp lus. The 
resu lts  o f th is  tes t should be less th a n  300 percent.
C h a n g e  in  N e t W r it in g s .  M a jo r increases o r decreases in  ne t prem ium s 
w ritte n  ind ica te  a lack  o f s ta b ility  in  the  company’s operations. A  large increase 
in  p rem ium  m ay s igna l a b rup t e n try  in to  new lines o f business o r sales 
te rrito rie s . In  add ition , such an increase in  w ritin g s  m ay ind ica te  th a t the  
company is increasing  cash in flo w  in  o rder to m eet loss paym ents. A  large 
decrease in  prem ium s m ay ind ica te  the  d iscontinuance o f ce rta in  lines o f 
business, scaled back w ritin g s  due to large losses in  ce rta in  lines, or loss o f 
m a rke t share due to com petition. The usual range fo r th is  ra tio  is from  -33 
percent to  33 percent.
S u rp lu s  A id  to  P o lic y h o ld e rs ’ S u rp lu s .  The use o f su rp lus a id  re insurance 
trea ties  m ay be taken  as an ind ica tio n  th a t company m anagem ent believes 
policyho lders’ surp lus to be inadequate. In  add ition , the  continued solvency o f
1 U s in g  the  N A IC  Insu ran ce  R egu la to ry  In fo rm a tio n  System , N a tio n a l A ssoc ia tion  o f Insu rance  
C om m issioners, K ansas C ity , Kansas.
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companies w ith  a large p o rtion  o f policyholders’ surp lus de riv in g  from  surp lus 
a id  m ay depend upon the  con tinu ing  cooperation o f the  re insu re r. The usual 
range fo r the tes t is  less th a n  15 percent.
P ro fita b ility  R a tio s
T w o -Y e a r O v e ra ll O p e ra t in g  R a tio .  The overa ll opera ting  ra tio  is  a measure 
o f the opera ting  p ro fita b ility  o f an insurance company. Over the long ru n , the 
p ro fita b ility  o f the business is a p rin c ip a l d e te rm inan t o f the  company’s fin a n ­
c ia l so lid ity  and solvency. The usual range fo r th is  tes t is less th an  100 percent.
In v e s tm e n t Y ie ld . In  add itio n  to  m easuring one im p o rta n t e lem ent in  p ro fit­
a b ility , the investm en t y ie ld  also provides an ind ica tio n  o f the  general q u a lity  
o f the  company’s investm en t portfo lio . The usual range fo r th is  tes t is  g rea te r 
th a n  4.5 percent and less th a n  10 percent.
C h a n g e  in  P o lic y h o ld e rs ’ S u rp lu s .  The change in  policyho lders’ su rp lus is, in  
a sense, the  u ltim a te  measure o f the  im provem ent or d e te rio ra tion  o f the 
company’s fin a n c ia l cond ition  d u rin g  the  year. The usua l range fo r th is  tes t is  
from  a decrease o f 10 percent to an increase o f 50 percent.
L iq u id ity  R a tio s
L ia b i l i t ie s  to  L iq u id  A sse ts . The ra tio  o f to ta l lia b ilit ie s  to  liq u id  assets is a 
m easure o f the company’s a b ility  to m eet the fin an c ia l demands th a t m ay be 
placed upon it .  I t  also provides a rough ind ica tio n  o f the  possible im p lica tions  
fo r policyholders i f  liq u id a tio n  becomes necessary. The usua l range fo r th is  test 
is less th a n  105 percent.
G ross  A g e n ts ’ B a la n c e s  to  P o lic y h o ld e rs ’ S u rp lu s .  The ra tio  o f agents’ ba l­
ances to policyho lders’ surp lus measures the  degree to  w h ich  solvency depends 
on an asset th a t freq ue n tly  cannot be rea lized  in  the  event o f liq u id a tio n . In  
add ition , the ra tio  is reasonably effective in  d is tin gu ish in g  between troub led  
and so lid  companies. The usua l range fo r th is  tes t is  less th a n  40 percent.
R e se rv e  R a tio s
O n e -Y e a r R eserve  D e v e lo p m e n t to  P o lic y h o ld e rs ’ S u rp lu s .  T h is ra tio  meas­
ures the accuracy w ith  w h ich  reserves were established one year ago. The usual 
range fo r th is  tes t is  less th an  20 percent.
T w o -Y e a r R eserve D e v e lo p m e n t to  P o lic y h o ld e rs ’ S u rp lu s .  The tw o-year re ­
serve developm ent to  su rp lus ra tio  is calculated in  a m anner s im ila r to the 
ca lcu la tion  in  the one-year reserve developm ent test. The tw o-year reserve 
developm ent is the sum o f the  cu rren t reserve fo r losses incu rred  more th an  
tw o years p rio r, p lus paym ents on those losses d u rin g  the past tw o years m inus 
the reserves th a t had been established fo r those losses tw o  years ea rlie r. The 
usua l range fo r th is  tes t is less th a n  20 percent.
E s t im a te d  C u r re n t  R eserve D e fic ie n c y  to  P o lic y h o ld e rs ’ S u rp lu s .  T h is  ra tio  
provides an estim ate o f the  adequacy o f cu rre n t reserves. The usua l range fo r 
th is  tes t is less th a n  25 percent.
U nusua l circum stances precluded, a company w ou ld  be considered a “p rio r­
ity ” company i f  i t  fa ile d  fo u r or more ra tios. As p reviously discussed, the  resu lts  
o f the N A IC  IR IS  fin a n c ia l ra tio s  should be review ed and resu lts  outside the 
usua l ranges investiga ted  and explained.
AAG-PLI APP E
Examples o f D eve lopm ent Data 253
Appendix F 
Exam ples o f Developm ent D ata
A  common approach to  e s tim a ting  loss reserves fo r occurrence policies is to  
com pile a h is to ry  o f the developm ent o f losses fo r each accident year, rev iew ing  
the  h is to rica l pa tte rns  and p ro jecting  the  u ltim a te  expected losses using  such 
pa tte rns. S im ila rly , fo r claim s-m ade policies, rep o rt year w ould be substitu ted  
fo r accident year. Two examples o f th is  approach are included herein .
A lth ou g h  such developm ents are ve ry usefu l in  te s tin g  loss-reserve estim ates, 
the  a u d ito r should consider the  adequacy o f the  company’s data  base and the 
s ta b ility  o f loss-paym ent pa tte rns. The a u d ito r should keep in  m in d  th a t there  
are o the r m ethods, retrospective and prospective, th a t m ay be m ore appropria te  
o r th a t should be used in  con junction  w ith  the  h is to rica l developm ent m ethod.
E x a m p le  A .  Table 1 represents a com p ila tion  o f h is to rica l incu rre d  loss-de­
ve lopm ent data  a rrayed by accident year, by developm ent period. Developm ent 
period 12, fo r exam ple, d isp lays the  am ount o f in cu rred  losses (pa id  p lus 
ou tstand ing) a fte r tw elve m onths. F o r 19X0, $8,123 was incu rred  a t the end o f 
tw e lve  m onths. L ikew ise , the subsequent developm ent periods d isp lay the  
incu rre d  losses fo r a g iven accident year a t the  va rious po in ts in  tim e ; fo r 
example, the  developed loss fo r 19X2 a t the  end o f fo rty -e ig h t m onths (th a t is, 
19X5) is $9,435, and the  developed loss fo r 19X3 a t the  end o f th ir ty -s ix  m onths 
(also 19X5) is $8,208.
Table 2 provides an estim ate o f the  IB N R  reserve by (1) com puting the 
“period-to-period developm ent factors” (section I); (2) com puting  the average 
facto r fo r each developm ent period (section II ) ;  (3) com puting  a p e rio d -to -u lti­
m ate facto r (section I I I ) ,  w h ich  is the  product o f the  successive period-to-period 
developm ent factors; (4) e s tim a ting  u ltim a te  expected losses by m u ltip ly in g  the  
pe riod -to -u ltim a te  facto r by the losses incu rred  to  date (section IV ); and 
e s tim a ting  the IB N R  reserve (section V I)  as the difference between the  u ltim a te  
expected losses and losses incu rred  to  date (Table 1).
T h is exam ple considers on ly s im ple averages to  derive the  period-to-period 
factors. A c tu a l app lica tions o f th is  approach also should consider weighted 
averages and averages o f the  more recent h is to ry  (three or fo u r years) in  
de te rm in ing  the  appropria te  period-to-period factors to  be used. The use o f 
various averages w ill  a id  in  de te rm in ing  trends and m in im iz in g  the  effects o f 
random  va ria tio n .
E x a m p le  B . Exam ple B dem onstrates an approach s im ila r to  Exam ple A, 
except th a t pa id  loss data  are used ra th e r th a n  incu rred  loss data. The 
com putations are made in  the same m anner as fo r Exam ple A ; however, the 
re su ltin g  estim ate is an estim ate o f bo th  the case and the IB N R  reserves.
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Appendix G 
Industry an d  O ther O rganizations
The fo llow ing  is a lis t  o f some o f the  in d u s try  organizations. These sources 
are usefu l to  the a u d ito r in  ob ta in ing  an unders tand ing  o f the  insurance 
ind us try .
A m e r ic a n  A c a d e m y  o f  A c tu a r ie s  (AAA ) was founded in  1965 to  represent the  
profession by fo u r specia lty a c tua ria l associations: The C asua lty  A c tu a ria l 
Society, Conference o f A ctuaries in  P ub lic  Practice, F ra te rn a l A c tu a ria l Asso­
c ia tion , and Society o f Actuaries. I t  provides standards or c r ite r ia  o f competence 
as an actuary and prom otes education in  a c tua ria l science, exchange o f in fo r­
m ation  among ac tua ria l organizations, and m aintenance o f standards o f con­
duct and competence. The C asualty A c tu a ria l Society provides a c tu a ria l and 
s ta tis tica l science in  insurance o ther th a n  life  insurance.
A ll ia n c e  o f  A m e r ic a n  In s u re rs  (A A I) serves m u tu a l insurance companies in  a 
s im ila r capacity as the  A m erican Insurance Association.
In d e p e n d e n t In s u ra n c e  A g e n ts  o f  A m e r ic a  (IIA A ) promotes agent education and 
supports leg is la tion  o f in te re s t to  the pub lic  as w e ll as the insurance in d u s try  
and opposes leg is la tion  d e trim e n ta l to  m em bers’ in terests.
In s u ra n c e  A c c o u n tin g  a n d  S ys tem s  A s s o c ia t io n  (IA S A ) provides education and 
tra in in g  w ith  respect to  insurance accounting and systems.
In s u ra n c e  In fo rm a t io n  In s t itu te  ( I I I )  serves as the vehicle fo r a b e tte r pub lic  
unders tand ing  and acceptance o f the  insurance business.
In s u ra n c e  S e rv ice  O ffic e  (ISO) acts as the bureau developing ra tes and form s 
fo r m any lines o f insurance.
N a t io n a l A s s o c ia t io n  o f  In d e p e n d e n t In s u re rs  (N A II)  represents independent 
p rope rty  and lia b il ity  stock and m u tu a l insurance companies by sponsoring 
educationa l program s and sem inars as w e ll as by m a in ta in in g  a leg is la tive  
d iv is ion  in  W ashington, D.C.
N a t io n a l A s s o c ia t io n  o f  In s u ra n c e  C o m m is s io n e rs  (N A IC ) is an o rgan iza tion  o f 
the  ch ie f insurance regu la to ry  o ffic ia ls  o f the  f i f ty  states, the  D is tr ic t o f 
C olum bia, and fo u r U.S. T e rrito ries . I t  provides a fo rum  fo r the exchange o f 
ideas and the  fo rm u la tio n  o f u n ifo rm  policy. The N A IC  helps comm issioners 
fu l f i l l  th e ir  obligations o f p ro tecting  the  in te rests  o f insurance policyholders.
N a t io n a l A s s o c ia t io n  o f  M u tu a l In s u ra n c e  C o m p a n ie s  (N A M IC ) comprises 
m u tu a l fire  and casua lty insurance companies. The association gathers, com­
piles, and analyzes in fo rm a tion  on a ll m a tte rs  re la tin g  to insurance and to  the 
reduction  and preven tion  o f losses. I t  also conducts workshops and sem inars 
on these m atters.
N a t io n a l A s s o c ia t io n  o f  P ro fe s s io n a l In s u ra n c e  A g e n ts  (P IA ) acts in  a capacity 
s im ila r to  th a t o f the  Independent Insurance Agents o f Am erica.
N a t io n a l C o u n c il o n  C o m p e n s a tio n  In s u ra n c e  (N C II) develops and a dm in iste rs 
ra tin g  p lans and systems fo r w orkers ’ compensation insurance.
N a t io n a l In s u ra n c e  C la im s  A s s o c ia t io n  is  a n a tio na l trade  organ iza tion  o ffe ring  
a cen tra l contract p o in t fo r professionals in  the business o f insurance claim s to 
ne tw o rk  e ffective ly  by exchanging cu rre n t news o f the m arketp lace  and sharing  
m a rke tin g  contacts and methods.
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P ro p e r ty  C a s u a lty  In s u re rs  A s s o c ia t io n  o f  A m e r ic a  (PC I) is  a p roperty /casua lty  
trade  association in  the U.S. I t  addresses broad questions o f position  on 
proposed leg is la tion  and regu la tion , estab lishm ent o f good pub lic  re la tions, and 
m ethods o f conducting the  business.
R e in s u ra n c e  A s s o c ia tio n  o f  A m e r ic a  (RAA) acts as spokesperson fo r re insurance 
companies in  regu la to ry  m atte rs  and in  p rom otion  o f the in te rests  o f the 
ind us try .
S o c ie ty  o f  F in a n c ia l E x a m in e rs  (SOFE) is a professional society fo r exam iners 
o f insurance companies, banks, savings and loans, and c red it un ions where 
fin an c ia l exam iners come together fo r tra in in g  and to  share and exchange 
in fo rm a tion  on a fo rm a l and in fo rm a l level.
S o c ie ty  o f  In s u ra n c e  F in a n c ia l M a n a g e m e n t (S IF M ) provides a fo rum  fo r 
discussion and d issem ination  o f in fo rm a tion  on accounting, s ta tis tica l, and 
m anagem ent problem s in  the insurance ind us try .
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Statem ent o f Position 
A u d itin g  P rope rty  and  L ia b ility  
Reinsurance
[The te x t o f th is  S tatem ent o f P os ition  has been deleted fro m  th is  
append ix and in co rp o ra te d  in to  chap te r 6 o f the  gu ide.]
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Reports on Audited Financial Statements of Property and Liability Insurance Companies
N o v e m b e r  3 0 ,  1 9 9 0
Appendix I
Statement of 90-10
Position
A m endm ent to 
A IC PA  A udit and A ccounting G uides 
A u d its  o f  P ro p e rty  a n d  L ia b ility  
In s u ra n c e  C om panies
Issued by the Insurance 
Companies Committee 
American Institute of Certified Public Accountants
[Superseded by the  issuance o f SOP 95-5, A u d ito r ’s R eporting  on S ta tu ­
to ry  F in a n c ia l Statem ents o f Insurance  Enterprises, w h ich  has been 
in co rp o ra te d  in to  chap te r 9 o f the  G uide.]
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Statement of 90-11
Position
Disclosure of Certain Information by Financial Institutions About Debt Securities Held as Assets
Appendix J
N o v e m b e r  3 0 ,  1 9 9 0
A m endm ent to
A IC PA  A udit and A ccounting G uides 
A u d its  o f  B a n ks ,
A u d its  o f  F in a n ce  C om panies (In c lu d in g  Independen t a n d  
C aptive  F in a n c in g  A c tiv itie s  o f  O th e r C om panies) ,  and  
A u d its  o f  P rope rty  a n d  L ia b ility  In su ra n ce  Com panies
Issued by theAccounting Standards Executive Committee
American Institute of 
Certified Public Accountants
[E ffe c tive ly  superseded by the  issuance o f FASB S tatem ent No. 115, 
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NOTICE TO READERS
T h is  sta tem ent o f position  presents the  recom m endations o f the  
Insu ran ce  C om panies C om m ittee  re g a rd in g  th e  a u d it o f p rop ­
e rty /casua lty  insurance e n titie s ’ s ta tu to ry  fin a n c ia l statem ents in  
app ly ing  ce rta in  requ irem ents o f the  N a tio na l Association o f In s u r­
ance Com m issioners’ (N A IC ’s) A n nu a l S tatem ent In s truc tions . I t  has 
been review ed by the cha irm an o f the  A u d itin g  Standards Board fo r 
consistency w ith  a u d itin g  standards. A IC P A  members m ay have to 
ju s t ify  departures from  the  recom m endations in  th is  s ta tem ent o f 
position  i f  th e ir  w o rk  is challenged.
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A u d itin g  P rope rty /C a sua lty  Insurance 
Entities' S ta tu to ry  Financial Statements—  
A p p ly in g  C erta in  Requirements o f the 
NAIC A nnua l S tatem ent Instructions
A p p lic a b ilit y
1. T h is s ta tem ent o f position  (SOP) provides guidance on the  im pact o f 
ce rta in  requ irem ents o f the  N a tio na l Association o f Insurance Com m issioners’ 
(N A IC ’s) A n nu a l S tatem ent In s tru c tio n s— P roperty  and C asualty on the  aud i­
to r ’s procedures in  the a u d it o f s ta tu to ry  fin an c ia l statem ents o f property/casu­
a lty  insurance entities.
In tro d u ctio n
2. The N A IC ’s A n nu a l S tatem ent Ins truc tio ns  d irect p roperty /casua lty  
insure rs  to  requ ire  th e ir  independent ce rtified  pub lic  accountants to subject 
the cu rre n t Schedule P— P a rt 1 (exclud ing those am ounts re la ted  to b u lk  and 
incu rred-bu t-no t-repo rted  [IB N R ] reserves and c la im  counts) to the  a u d itin g  
procedures applied in  the a u d it o f the  cu rren t s ta tu to ry  fin a n c ia l statem ents 
to determ ine w he ther Schedule P— P a rt 1 is fa ir ly  stated in  a ll m a te ria l 
respects in  re la tio n  to  the  basic s ta tu to ry  fin a n c ia l statem ents taken  as a 
whole. Schedule P— P a rt 1 includes P a rt 1— Sum m ary and P a rt IA — 1R.
3. A lthough  no separate repo rt on Schedule P— P a rt 1 is requ ired  by the 
N A IC , the a u d ito r should consider the  provisions o f SAS No. 29, R e p o r tin g  on  
In fo r m a t io n  A c c o m p a n y in g  th e  B a s ic  F in a n c ia l S ta te m e n ts  in  A u d ito r - S u b m it ­
te d  D o c u m e n ts , and the  provisions o f th is  SOP. However, the requ irem ents o f 
th is  SOP do not preclude an a u d ito r from  issu ing  a repo rt s im ila r to  th a t 
illu s tra te d  in  paragraph 12 o f SAS No. 29.
A u d it in g  P ro ce d u re s
4. C e rta in  o f the  in fo rm a tio n  in  Schedule P— P a rt 1 is ty p ic a lly  subjected 
to  a u d itin g  procedures applied in  the a u d it o f the  basic s ta tu to ry  fin an c ia l 
statem ents (fo r example, prem ium s earned and losses paid). O the r in fo rm a tion  
no t d ire c tly  re la ted  to the basic s ta tu to ry  fin a n c ia l s tatem ents is also presented 
(fo r example, lines o f business classifica tions fo r im m a te ria l lines). A lthough  
such in fo rm a tion  m ay not have been subjected to  a u d itin g  procedures applied 
in  the a u d it o f the  basic s ta tu to ry  fin a n c ia l statem ents in  a ll instances, such 
in fo rm a tio n  m ay have been derived from  accounting records th a t have been 
tested by the aud ito r.
5. Paragraph 7 o f SAS No. 29 states th a t a lthough  an a ud ito r is  not 
requ ired  by genera lly  accepted a u d itin g  standards to app ly a u d itin g  proce­
dures to in fo rm a tion  presented outside o f the basic fin a n c ia l statem ents, he or 
she m ay choose to  m od ify  or red ire c t ce rta in  o f the  procedures to  be applied in  
the a u d it o f the basic fin a n c ia l statem ents.
6. In  app ly ing  a u d itin g  procedures to the in fo rm a tion  presented in  Sched­
u le P— P a rt 1, the guidance about a u d itin g  the  cla im s data base in  paragraphs
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4.1 and 4.2 o f A IC P A ’s SOP 92-4, A u d it in g  In s u ra n c e  E n t i t ie s ’ L o ss  R eserves , 
applies. The a u d ito r should also re fe r to chapter 4 and e xh ib it B-2 in  appendix 
B  o f the A IC P A  A u d it and Accounting  Guide A u d its  o f  P ro p e r ty  a n d  L ia b i l i t y  
In s u ra n c e  C o m p a n ie s .
7. As sta ted  in  paragraph  4.2 o f SOP 92— 4, because c la im  data  and 
characteristics such as dates and types o f loss can s ig n ifica n tly  in fluence 
reserve estim a tion , the a u d ito r should tes t the completeness, re lia b ility , and 
c lassifica tion  o f the c la im  loss and loss expense data d u rin g  the  a u d it o f the 
s ta tu to ry  fin a n c ia l statem ents. In  extending  those procedures to  Schedule 
P— P a rt 1, the  a u d ito r should determ ine th a t—
a. The data  presented on Schedule P— P a rt 1 is p rope rly  reconciled to 
the  s ta tis tica l records o f the  company.
b. Changes between the p rio r-yea r and cu rren t-yea r Schedule P— P a rt
1 are p rope rly  reconciled to  the cu rren t-yea r aud ited  s ta tu to ry  fin a n ­
c ia l statem ents.
c. The source o f the  data  fo r the  a u d itin g  procedures applied to  the 
c la im  loss and loss ad justm ent expense data  d u rin g  the  cu rre n t 
ca lendar year (fo r example, tests o f paym ents on cla im s fo r a ll 
accident years th a t were pa id  d u rin g  the cu rre n t ca lendar year) is 
the  same as (or reconciles to) the  s ta tis tica l records th a t support the 
data  presented on Schedule P— P a rt 1.
8. If,  as a re su lt o f the  procedures perform ed d u rin g  the  a u d it o f the 
s ta tu to ry  fin a n c ia l statem ents, the a u d ito r becomes aware th a t Schedule 
P— P a rt 1 is no t fa ir ly  sta ted in  re la tio n  to  the  fin an c ia l sta tem ents taken  as a 
whole, the  a u d ito r should com m unicate to  the company’s m anagem ent and the 
op in ing  actuary th a t Schedule P— P a rt 1 is no t fa ir ly  stated and should 
describe the  m issta tem ent. I f  the  company w ill  no t agree to  revise Schedule 
P— P a rt 1, the a u d ito r should issue a rep o rt on Schedule P— P a rt 1 and should 
include a descrip tion  o f the  m issta tem ent in  th a t report. (The a u d ito r should 
re fe r to  SAS No. 29 when a rep o rt w ill be issued.) The a u d ito r should consider 
the  im pact o f a m issta tem ent in  Schedule P— P a rt 1 on the  a u d ito r’s re p o rt on 
the s ta tu to ry  fin a n c ia l statem ents.
Effective  D a te
9. T h is SOP is effective fo r aud its  o f s ta tu tory-basis fin a n c ia l statem ents 
o f p roperty /casua lty  insurance en titie s  fo r periods ending a fte r December 15, 
1992.
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Inquiries of State Insurance Regulators
A p r il 2 0 , 1994
Appendix O
Statement of 94-1
Position
Amendment toAICPA Audit and Accounting Guide
A u d its  o f  P ro p e rty  a n d  L ia b ility  In s u ra n c e  C om paniesand AICPA Industry Audit Guide
A u d its  o f  S tock L ife  In s u ra n c e  C om panies*
Prepared by the
Insurance Companies Committee 
Accounting Standards Division
[The te x t o f th is  S tatem ent o f P os ition  has been inco rp o ra te d  in to  
chap te r 2 o f the  gu ide.]
* T h is  gu ide has been superseded by  th e  A IC P A  A u d it and A ccoun ting  G uide, L ife  an d  H e a lth  
Insu rance  E n titie s .
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Disclosures of Certain Matters in the Financial Statements of Insurance Enterprises
D e c e m b e r  1 5 ,  1 9 9 4
Appendix P
Statement of 94-5
Position
Prepared by the Task Force on 
Insurance Companies’ Disclosures Accounting Standards Division
[The fo llo w in g  represents in fo rm a tio n  con ta ined  in  appendix B o f SOP 
94-5.* Paragraphs 1 th ro u g h  12 and A ppend ix A  o f the  SOP have been 
in co rpo ra te d  in to  chap te r 4 o f th is  G uide.]
* SOP 01-5, A m endm ents to  S pecific A IC P A  Pronouncem ents fo r  Changes R e la ted  to the N A IC  
C o d ifica tio n  am ends SOP 94-5. T h is  SOP w as issued as a f in a l SOP in  D ecem ber 2001. P ra c titio n e rs  
shou ld  ensure th a t th e y  fo llo w  th e  gu idance and re p o rtin g  re qu ire m en ts  con ta ined  th e re in . A ppe nd ix  
B  o f SOP 94-5, con ta ined in  th is  A ppe nd ix , do e s  n o t  re f le c t  th e  changes in  SOP 01-5.
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A PPENDIX B
Discussion o f Conclusions
B -1. T h is  section discusses factors th a t were deemed s ig n ifica n t by m em ­
bers o f AcSEC in  reaching the  conclusions in  th is  SOP. I t  includes reasons fo r 
accepting ce rta in  view s and re jecting  others. In d iv id u a l AcSEC m em bers gave 
greate r w e igh t to some factors th a n  to others.
B-2. The business and reg u la to ry  environm ent o f insurance enterprises 
has become more complex and vo la tile , and therefore  ris k ie r. Accordingly, 
AcSEC believed the  need existed to  reconsider the  disclosures made in  the  
fin a n c ia l sta tem ents o f insurance enterprises.
B-3. FASB S tatem ent o f F ina nc ia l A ccounting  Concepts No. 1, O b je c tive s  
o f  F in a n c ia l R e p o r tin g  by B u s in e s s  E n te rp r is e s , states fin a n c ia l rep o rting  
should “provide in fo rm a tio n  th a t is  use fu l to  p resent and p o te n tia l investors 
and cred itors and o ther users in  m ak ing  ra tio n a l investm ent, c red it, and 
s im ila r decisions” (paragraph 34). F u rth e r, the  Concepts S tatem ent says th a t 
to  support th a t decision-m aking process, fin a n c ia l reports  should help such 
users “assess the  am ounts, tim in g , and u n ce rta in ty  o f prospective net cash 
in flow s to  the re la ted  enterprises” (paragraph 37) by p ro v id ing  “in fo rm a tion  
about th e  economic resources o f an e n te rp rise , the  c la im s to  those re ­
sources...and the  effects o f transactions, events, and circum stances th a t change 
resources and claim s to  those resources”  (paragraph 40).
B-4. AcSEC considered a w ide va rie ty  o f po te n tia l disclosures, and tr ie d  
to  id e n tify  the  areas o f im portance to  insurance enterprises fo r w h ich  the 
cu rren t disclosures were lack ing. AcSEC concluded th a t add itio na l disclosures 
in  the  fin a n c ia l sta tem ents o f insurance enterprises about regu la to ry  r is k - 
based cap ita l, the  lia b il ity  fo r unpa id  claim s, and ce rta in  accounting methods 
p e rm itted  by sta te  insurance departm ents w ou ld  help  insurance enterprises 
b e tte r m eet the objectives o f fin a n c ia l rep o rting  in  th e ir  fin a n c ia l statem ents.
Risk-Based C a p ita l
B-5. Insurance enterprises operate in  a h ig h ly  regu la ted  env ironm ent 
d irected p r im a r ily  tow ard  safeguarding policyho lders’ in te rests  and m a in ta in ­
in g  pub lic  confidence in  the safety and soundness o f the  insurance system. 
H is to rica lly , reg u la tion  o f insurance enterprises has m on itored  solvency by 
focusing on th e ir  cap ita l. One o f the  p rim a ry  tools used by state insurance 
departm ents fo r ensuring  th a t th e ir  objectives are being m et is risk-based 
cap ita l (RBC).
B-6. The N A IC  has developed an RBC program  th a t is used by sta te  
insurance departm ents to  enable them  to  take  appropria te  and tim e ly  regu la ­
to ry  actions re la tin g  to insure rs  th a t show signs o f w eak or d e te rio ra ting  
fin a n c ia l conditions. T h is  p rogram  is  encompassed in  the  RBC M odel Acts fo r 
life  and p rope rty  and casua lty insure rs, w h ich  have been o r are in tended to  be 
adopted by m ost o f the states. RBC is  a series o f dynam ic su rp lus-re la ted  
fo rm u las set fo rth  in  the N A IC ’s RBC ins tru c tion s  fo r life  and h ea lth  and fo r 
p rope rty  and casua lty insurance enterprises. The fo rm ulas conta in  a v a rie ty  o f 
w e igh ing  factors th a t are app lied  to  fin a n c ia l balances o r to levels o f a c tiv ity  
based on the  perceived degree o f ce rta in  risks , such as asset r is k , c red it ris k , 
in te re s t ra te  r is k  ( life  insurance enterprises only), u n d e rw ritin g  ris k , and other 
business risks , such as risks  re la ted  to m anagem ent, regu la to ry  action, and 
contingencies. The am oun t d e te rm ined  u n d e r such fo rm u la s , the  a u th o rized
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contro l leve l risk-based cap ita l, is requ ired  to be disclosed in  life  insurance 
enterprises’ s ta tu to ry  filin g s  s ta rtin g  fo r the  year ended December 31, 1993, 
and in  p rope rty  and casua lty insurance enterprises’ s ta tu to ry  filin g s  s ta rtin g  
fo r the year ended December 31, 1994.
B-7. The exposure d ra ft o f the SOP contained a requ irem en t th a t in su r­
ance enterprises th a t are requ ired  to  calculate RBC should disclose in  th e ir  
fin an c ia l sta tem ents the  ra tio  o f to ta l adjusted cap ita l to authorized contro l 
leve l RBC and the  am ount o f to ta l adjusted cap ita l fo r each fisca l year fo r w hich  
a sta tem ent o f fin a n c ia l position  is presented.
B -8. However, the  N A IC ’s RBC M odel Acts fo r bo th  life  and p rope rty  and 
casua lty insure rs  have a co n fid e n tia lity  provision, w h ich  states:
[E ]x cep t as o therw ise req u ire d  under the  p rovis ions o f th is  A c t [th a t is, in  the  
an nu a l fin a n c ia l reports  file d  w ith  state insurance departm ents], the  m ak ing , 
pu b lish ing , d issem ina ting , c ircu la tio n , or p lac ing  before the  pub lic , o r causing, 
d ire c tly  o r in d ire c tly  to  be made, placed before the  pub lic , in  a newspaper, 
m agazine o r o th e r p u b lica tio n ...w ith  regard to the RBC levels o f any in ­
surer... w ou ld  be m is lead in g  and is there fore  p roh ib ited .
B-9. P rio r to issu ing  the  exposure d ra ft, based on discussions w ith  the 
d ra fte rs  o f the RBC M odel Acts and some sta te  insurance regula tors, and based 
on the  fact th a t the  in fo rm a tio n  is a lready in  the  pub lic  dom ain, AcSEC 
believed th a t the  co n fid e n tia lity  provisions were no t in tended to  app ly to 
disclosures in  fin a n c ia l statem ents. However, a num ber o f respondents to the 
exposure d ra ft stated th a t they believe d isclosing RBC levels in  fin an c ia l 
statem ents w ou ld  be ille g a l in  states th a t have enacted the  RBC M odel Acts. 
They p o in t out th a t words in  the RBC M odel Acts appear to  be in tended to 
re s tr ic t a l l  o ther disclosure o f RBC levels, in c lu d in g  in  insu re rs ’ fin an c ia l 
statem ents.
B-10. AcSEC continues to  believe, because o f the  im portance o f RBC in  
the regu la to ry  overs igh t o f insurance enterprises, th a t its  disclosure w ould  
im prove the relevance and usefulness o f insurance enterprises’ fin an c ia l sta te ­
m ents, and, therefore, i t  should be disclosed in  the  fin a n c ia l statem ents. 
Nevertheless, AcSEC concluded the  legal issues requ ire  fu rth e r  consideration.
B -11. AcSEC decided th a t th is  SOP should no t be delayed w h ile  the  legal 
issues regard ing  RBC disclosures are considered. A  separate SOP on RBC 
disclosures w ill be considered a t a la te r date.
B -12. Nevertheless, AcSEC encourages insurance enterprises to  disclose 
RBC levels i f  they are dom iciled in  states th a t have n ot adopted the RBC M odel 
Acts, or i f  they have otherw ise determ ined th a t i t  is  lega l to m ake such 
disclosures in  th e ir  fin a n c ia l statem ents.
B-13. The exposure d ra ft also requ ired  insurance enterprises whose leve l 
o f RBC has triggered  a regu la to ry  event1 to disclose ce rta in  in fo rm a tion  in  
th e ir  fin a n c ia l statem ents. D elay ing  the issuance o f the RBC guidance does not 
change the fact th a t under SAS No. 59, T he  A u d it o r ’s C o n s id e ra tio n  o f  a n  
E n t i t y ’s A b i l i t y  to  C o n t in u e  as  a  G o in g  C o n c e rn , a u d ito rs  m u s t consider the
1 U n d e r th e  N A IC ’s RBC  M ode l A cts, w hen th e  ra tio  o f to ta l ad jus ted  ca p ita l to  a u tho rize d  
co n tro l le ve l RBC is less th a n  o r equa l to  2 o r less th a n  o r equal to  2.5 w ith  nega tive  tre n d s  fo r life  
insu rance  en te rp rises , a re g u la to ry  even t ex is ts— th a t is , th e  insu rance  en te rp rises  w ou ld  fa il to  
m eet th e  m in im u m  RBC re qu ire m en ts . There  are fo u r types o f re g u la to ry  events, ra n g in g  fro m  leas t 
to  m ost serious: com pany ac tion  leve l event, re g u la to ry  action  leve l event, a u tho rize d  co n tro l leve l 
event, and m a n d a to ry  co n tro l leve l event.
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need fo r disclosures about the  p rin c ip a l conditions and events th a t triggered  
the  reg u la to ry  event and the  possible effects o f such conditions and events, as 
w e ll as m anagem ent’s plans.
P erm itted  S ta tu to ry  A ccoun ting  P ractices
B -1 4 . P erm itted  s ta tu to ry  accounting practices h is to ric a lly  have not been 
disclosed in  the  notes to the fin an c ia l statem ents, except to  the  exten t th a t they 
have been disclosed in  the accounting practices and procedures note to  the 
s ta tu to ry  fin a n c ia l statem ents. W ith  increasing frequency, insurance en te r­
prises have transactions th a t are no t e x p lic itly  addressed by prescribed ac­
counting  practices, o r fo r w h ich  no analogous prescribed accounting practices 
exist. F urtherm ore , insurance enterprises o ften request exceptions from  cer­
ta in  prescribed accounting practices. P e rm itted  s ta tu to ry  accounting practices 
m ay d iffe r from  sta te  to  state, and from  company to  company w ith in  a state, 
and m ay change in  the  fu tu re . M oreover, pe rm itted  s ta tu to ry  accounting 
practices have been used to  enhance insurance enterprises’ su rp lus positions. 
For exam ple, some sta te  insurance departm ents have p e rm itted  ce rta in  in s u r­
ance enterprises to  ad just home office fa c ilitie s  to appraised values even 
though the  states’ prescribed s ta tu to ry  accounting practices requ ire  th a t such 
assets be ca rried  a t depreciated h is to rica l cost.
B -1 5 . AcSEC believes the  requ ired  disclosure o f p e rm itted  s ta tu to ry  ac­
counting  practices w ill  enhance the relevance o f the  fin a n c ia l sta tem ents and 
fu l f i l l  the  fin a n c ia l rep o rting  objective o f p ro v id ing  cu rre n t and po te n tia l 
investors, cred itors, policyholders, and o ther users o f an insurance ente rp rise ’s 
fin a n c ia l statem ents w ith  usefu l in fo rm a tion . N o t on ly w ill such disclosures 
id e n tify  s itua tions  in  w h ich  p e rm itted  s ta tu to ry  accounting practices enhance 
an insurance en te rp rise ’s s ta tu to ry  cap ita l and RBC position , b u t they also w ill 
im prove the co m p arab ility  o f insurance enterprises’ fin a n c ia l statem ents.
L ia b ility  fo r  U npa id  C la im s and  C la im  A d justm en t Expenses
B -1 6 . Insurance enterprises estim ate  th e ir  lia b il ity  fo r unpa id  cla im s and 
c la im  ad justm ent expenses fo r reported  and unreported  cla im s incu rred  as o f 
the  end o f the accounting period in  accordance w ith  FASB S tatem ent No. 60. 
The lia b il ity  is estim ated based on past loss experience, adjusted fo r cu rren t 
trends and o ther factors th a t w ill m od ify  past experience. The lia b ility  m ay be 
ca lcu lated using  a v a rie ty  o f m athem atica l approaches rang ing  from  sim ple 
a rith m e tic  pro jections using  loss developm ent factors to  complex s ta tis tica l 
models.
B -1 7 . FASB Concepts S tatem ent No. 1, paragraph 21, states:
The in fo rm a tio n  p rov ided by fin a n c ia l re p o rtin g  la rg e ly  re flects  the  fin a n c ia l 
effects o f transactions and events th a t have a lready happened. M anagem ent 
m ay com m unicate in fo rm a tio n  about its  p lans o r pro jections, b u t fin a n c ia l 
s tatem ents and m ost o th e r fin a n c ia l re p o rtin g  are h is to rica l....E s tim a tes  re s t­
in g  on expectations o f the  fu tu re  are often needed in  fin a n c ia l rep o rtin g , b u t 
th e ir  m a jo r use, especia lly o f those fo rm a lly  incorpora ted  in  fin a n c ia l s ta te ­
m ents, is to  m easure fin a n c ia l effects o f past transactions o r events o r the 
present s ta tus  o f an asset o r lia b ility ....T o  p rov ide in fo rm a tio n  about the past 
as an a id  in  assessing the  fu tu re  is  no t to  im p ly  th a t the  fu tu re  can be predicted 
m ere ly  by e x tra p o la tin g  past trends o r re la tionsh ips . Users o f the  in fo rm a tio n  
need to  assess the  possible o r probable im p ac t o f factors th a t m ay cause change 
and fo rm  th e ir  own expectations about the  fu tu re  and its  re la tio n  to  the  past.
B -1 8 . AcSEC believes th a t disclosures about an insurance ente rp rise ’s 
lia b ilit ie s  fo r unpa id  cla im s and c la im  a d ju s tm e n t expenses deve lopm ent are
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usefu l in  unders tand ing  insurance enterprises’ lia b ilit ie s  and resu lts  o f opera­
tions. F urtherm ore , AcSEC notes the disclosures are the  same as some o f the 
loss reserve developm ent disclosures th a t the  SEC requires reg is tran ts  to  file  
w ith  the  comm ission under Securities A c t Guide 6.
B-19. P aragraph 60(a) o f FASB S tatem ent No. 60, A c c o u n t in g  a n d  R e ­
p o r t in g  b y  In s u ra n c e  E n te rp r is e s , requ ires a ll insurance enterprises to  disclose 
the  basis fo r es tim a ting  the lia b ilit ie s  fo r unpa id  cla im s and c la im  ad justm ent 
expenses. F urtherm ore , FASB S tatem ent No. 5 , A c c o u n t in g  f o r  C o n tin g e n c ie s , 
requ ires disclosure o f loss contingencies no t accrued, fo r w h ich  i t  is  a t least 
reasonably possible th a t a loss has been incurred . Because o f the  re la tive ly  
h igh  degree o f coverage lit ig a tio n  and the  lack o f h is to rica l in fo rm a tio n  regard ­
in g  the  am ount and na tu re  o f both  know n and unasserted cla im s re la tin g  to 
d ifficu lt-to -e s tim a te  lia b ilit ie s  (such as those re la ted  to  environm enta l re la ted  
illness cla im s and toxic-w aste cleanup claim s), tra d itio n a l loss reserv ing  tech­
niques m ay not be used in  e s tim a ting  such lia b ilitie s . Therefore, a h igh  degree 
o f jud gm e n t is needed in  e s tim a ting  the  am ount o f losses, and practice is 
developing in  the  area. According ly, AcSEC believes fin a n c ia l s ta tem ent users 
w ill  b ene fit from  disclosure o f the  policies and m ethods m anagem ent has used 
fo r e s tim a ting  these am ounts.
Discussion o f Comments Received on Exposure D ra ft
B-20. A n  exposure d ra ft o f a s ta tem ent o f position , D is c lo s u re  o f  C e r ta in  
M a tte rs  in  th e  F in a n c ia l S ta te m e n ts  o f  In s u ra n c e  E n te rp r is e s  was issued on 
A p r il 20, 1994, and d is trib u te d  to  a v a rie ty  o f in te rested  parties  to  encourage 
comm ent by those th a t w ould  be affected by the  proposal. F o rty  comm ent 
le tte rs  were received on the exposure d ra ft.
R is k -B a s e d  C a p ita l
B-21. A  num ber o f comments were received on the  risk-based cap ita l 
disclosures. As discussed in  paragraphs B-5 th rough  B-13, AcSEC decided to 
consider a separate SOP a t a la te r date on risk-based cap ita l disclosures. The 
comments w ill be addressed a t th a t tim e.
P e rm itte d  S ta tu to ry  A c c o u n t in g  P ra c tic e s
B-22. A  num ber o f respondents to  the  exposure d ra ft o f the  SOP re­
quested th a t the disclosure requ irem ents fo r pe rm itted  s ta tu to ry  accounting 
practices be postponed u n til a fte r the  codifica tion  is complete. AcSEC believes 
th a t the  disclosures are especia lly im p o rta n t before cod ifica tion  to im prove 
unders tand ing  o f the  factors th a t affect com parab ility  among the s ta tu to ry  
cap ita l o f insurance enterprises.
B-23. Respondents asked fo r c la rifica tio n  o f how disclosure o f the  mone­
ta ry  effect o f s ta tu to ry  surp lus w ou ld  be calculated, p a rtic u la rly  w hen there  is 
no prescribed accounting practice to compare w ith  the  p e rm itted  practice. 
AcSEC agreed and revised the exposure d ra ft to sta te  th a t fo r p e rm itted  
s ta tu to ry  accounting practices used when prescribed accounting practice is 
s ilen t, a descrip tion  o f the transaction  is su ffic ien t. Respondents also asked fo r 
c la rifica tio n  about w he ther there  should be disclosure o f G A A P -perm itted  
practices when there  is no prescribed s ta tu to ry  accounting. I f  an insurance 
company uses a GAAP practice in  its  s ta tu to ry  fin an c ia l sta tem ents when 
there  is no prescribed practice, th a t is  s t i l l  considered a pe rm itted  s ta tu to ry  
accounting practice. However, AcSEC agreed th a t no disclosures should be 
made fo r GAAP practices th a t are used w hen prescribed s ta tu to ry  practices do 
no t specify the accounting fo r the transaction .
284 Property and L ia b ility  Insurance Companies
AAG-PLI APP P
Statement o f P osition  94-5 285
B-24. Respondents suggested th a t the requ irem en t in  the  exposure d ra ft 
to  m ake a sta tem ent about the cod ifica tion  be e lim ina ted . AcSEC agreed the 
disclosure m ig h t be confusing to  users o f fin an c ia l statem ents, and e lim ina ted  
the  requ irem ent.
L ia b i l i t y  f o r  U n p a id  C la im s  a n d  C la im  A d ju s tm e n t E xpenses
B-25. The exposure d ra ft w ould  have requ ired  disclosure o f in fo rm a tion  
about a c tu a ria l ad justm ents made fo r non recurring  o r abnorm al experience. A  
num ber o f respondents suggested th a t th a t disclosure requ irem en t be e lim i­
nated. AcSEC was persuaded th a t such a c tua ria l adjustm ents are a norm a l 
p a rt o f m ak ing  estim ates th a t should no t be disclosed in  the fin a n c ia l sta te ­
m ents, and e lim ina ted  the requ irem ent.
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NOTICE TO READERS
Practice B u lle tin s  are issued to  dissem inate the  views o f the Ac­
counting  Standards Executive C om m ittee on narrow  fin an c ia l ac­
coun ting  and rep o rting  issues. The issues dea lt w ith  are those th a t 
have not been and are n o t being considered by the  F inanc ia l Account­
ing  S tandards Board or the  G overnm enta l Accounting  S tandards 
Board. P ractice b u lle tin s  present the views on such issues o f a t least 
tw o -th ird s  o f the m embers o f the  Accounting  S tandards Executive 
C om m ittee, the  senior technical body o f the A IC P A  authorized to 
speak fo r the  A IC P A  on fin an c ia l accounting and reporting .
S tatem ent on A u d itin g  Standards No. 69, T h e  M e a n in g  o f  Present 
F a ir ly  in  C on fo rm ity  W ith  G enera lly Accepted Accounting  P rinc ip les 
in  th e  In d e p e n d e n t A u d i t o r ’s R e p o rt, ide n tifie s  A IC P A  practice b u lle ­
tin s  as a source o f established accounting p rinc ip les genera lly  ac­
cepted in  the U n ite d  States th a t an A IC P A  m em ber should consider 
i f  the accounting trea tm en t o f a transaction  or event is no t specified 
by a pronouncem ent covered by Rule 203 o f the A IC P A  Code o f 
Professional Conduct. I f  re levan t to the circum stances o f the  tra n s ­
action or event, the accounting tre a tm e n t specified by th is  practice 
b u lle tin  should be used, or the  m em ber should be prepared to  ju s t ify  
the departure .
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FOREWORD
The accounting guidance contained in  th is  docum ent has been cleared by the 
F inanc ia l A ccounting Standards Board (FASB). The procedure fo r clearing  
accounting guidance in  P ractice B u lle tin s  issued by the Accounting  Standards 
Executive C om m ittee (AcSEC) invo lves the FASB rev iew ing  and discussing in  
pub lic  board m eetings (1) a prospectus fo r a pro ject to  develop a document and 
(2) a proposed fin a l docum ent th a t has been approved by a t lea s t te n  o f 
AcSEC ’s fifte e n  members. The docum ent is cleared i f  a t least five  o f the seven 
FASB m em bers do no t object to  AcSEC u nd e rta k in g  the  p ro ject and issu ing  the 
f in a l document.
The c rite r ia  app lied by the  FASB in  its  rev iew  o f proposed projects and 
proposed documents include the fo llow ing :
1. The proposal does not con flic t w ith  cu rre n t o r proposed accounting 
requ irem ents, unless i t  is a lim ite d  circum stance, u sua lly  in  special­
ized in d u s try  accounting, and the  proposal adequately ju s tif ie s  the 
departure.
2. The proposal w ill re su lt in  an im provem ent in  practice.
3. The A IC P A  dem onstrates the  need fo r the  proposal.
4. The benefits o f the proposal are expected to exceed the  costs o f 
app ly ing  it.
In  m any s itua tions, p r io r to  clearance, the FASB w ill propose suggestions, 
m any o f w h ich  are included in  the documents.
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Accounting by the 
Issuer of Surplus Notes
Introduction and Background
1. S urp lus notes1 are fin a n c ia l ins tru m e n ts  issued by insurance en te r­
prises th a t are inc ludable  in  su rp lus fo r s ta tu to ry  accounting purposes as 
prescribed o r p e rm itted  by state law s and regula tions.
2. The fo llow ing  are some general characteristics o f su rp lus notes:
•  A pprova l o f the  issuance by the  d om ic ilia ry  sta te  insurance comm is­
sioner (com m issioner)
•  S tated m a tu r ity  date in  m ost b u t no t a ll cases
•  Scheduled in te re s t paym ents
•  A pprova l o f the  paym ent o f p rin c ip a l and in te re s t by the com m issioner
•  N onvoting
•  Subordinate to a ll cla im s except those o f shareholders fo r stock com­
panies
•  Subordinate to  a ll c laim s except po licyho lder residua ls fo r m u tu a l 
companies (a fte r po licyho lder lia b ilit ie s  are settled)
•  No o r lim ite d  acceleration rig h ts  o ther th an  fo r re h a b ilita tio n , liq u i­
dation, or reorgan iza tion  o f the  in su re r by a governm ental agency
•  Proceeds from  issuance in  the  fo rm  o f cash, cash equ iva len t, o r some 
o ther asset w ith  a re a d ily  determ inable  fa ir  va lue sa tis factory  to the 
com m issioner
3. M u tu a l insurance enterprises are owned by th e ir  policyholders and 
cannot ra ise cap ita l by issu ing  shares o f common o r p re ferred  stock; thus, m any 
m u tu a l insurance enterprises have issued surp lus notes. E a rly  issuances o f 
surp lus notes were genera lly  by fin a n c ia lly  troub led  m u tu a l insurance en te r­
prises in  need o f ra is in g  cap ita l w ith  lim ite d  a lte rna tives  to  do so. M ore 
recently, m u tu a l life  insurance enterprises w h ich  do not have access to  tra d i­
tio n a l e qu ity  cap ita l m arkets, have viewed these ins trum en ts  as a viab le  
m ethod o f ra is in g  cap ita l and im p rov ing  risk-based cap ita l ra tios.
4. M u tu a l life  insurance enterprises c u rre n tly  account fo r surp lus notes 
under s ta tu to ry  accounting practices a lm ost u n ive rsa lly  as e qu ity  cap ita l or 
surp lus. S urp lus trea tm en t is a llowed fo r s ta tu to ry  accounting purposes be­
cause o f the  regu la to ry  contro l over an insurance ente rp rise ’s a b ility  to  repay 
in te re s t and p rin c ip a l th a t is m a in ta ined  th rough  requ ired  approval o f pay­
m en t by the  com m issioner.
5. The accounting fo r and presen ta tion  o f su rp lus notes under genera lly  
accepted accounting p rinc ip les (GAAP) is a s ig n ifica n t issue to  m u tu a l life  
insurance enterprises w hen im p lem en ting  FASB In te rp re ta tio n  No. 40, A p p l i ­
c a b i l i ty  o f  G e n e ra lly  A cce p te d  A c c o u n t in g  P r in c ip le s  to  M u tu a l L i fe  In s u ra n c e  
a n d  O th e r  E n te rp r is e s , and FASB Statem ent o f F inancia l Accounting Standards
1 The term surplus notes is the most common term applied to these financial instruments. Some 
jurisdictions refer to these financial instruments as certificates of contribution, surplus debentures, 
or capital notes.
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No. 120, A c c o u n t in g  a n d  R e p o r t in g  b y  M u tu a l L i fe  In s u ra n c e  E n te rp r is e s  a n d  
by  In s u ra n c e  E n te rp r is e s  f o r  C e r ta in  L o n g -D u ra t io n  P a r t ic ip a t in g  C o n tra c ts . 
According to  FASB In te rp re ta tio n  No. 40 as amended by FASB S tatem ent No. 
120, m u tu a l life  insurance enterprises th a t issue fin a n c ia l sta tem ents fo r fisca l 
years beg inn ing  a fte r December 15, 1995, th a t are described as prepared “ in  
con fo rm ity  w ith  genera lly  accepted accounting p rinc ip les” are requ ired  to 
app ly a ll applicable a u th o rita tive  accounting pronouncem ents in  p repa ring  
those statem ents. C u rre n t a u th o rita tive  accounting pronouncem ents are s ile n t 
as to  the  accounting fo r su rp lus notes. Due to  the  prevalence and increasing  
use o f these ins tru m e n ts  by a ll k inds o f insurance enterprises in  the  m a rke t­
place, GAAP guidance is necessary.
Scope
6. T h is  P ractice B u lle tin  applies to  life  and h ea lth  insurance enterprises 
(in c lud ing  m u tu a l life  insurance enterprises), p rope rty  and casua lty insurance 
enterprises, re insurance enterprises, t it le  insurance enterprises, m ortgage 
gua ran ty  insurance enterprises, fin a n c ia l gua ran ty  insurance enterprises, 
assessment enterprises, fra te rn a l benefit societies, reciprocal o r in te r in s u r­
ance exchanges, pools o the r th an  p u b lic -e n tity  r is k  pools, syndicates, and 
captive insurance companies th a t issue surp lus notes. I t  provides guidance on 
accounting, fin a n c ia l s ta tem ent p resentation, and disclosure by the issuers o f 
surp lus notes in  th e ir  GAAP fin a n c ia l statem ents. T h is  P ractice B u lle tin  does 
no t app ly to  investors in  su rp lus notes.
Conclusions
Balance-Sheet Classification of Outstanding Surplus Notes
7. S urp lus notes should be accounted fo r as debt ins tru m e n ts  and p re ­
sented as lia b ilit ie s  in  the fin a n c ia l sta tem ents o f the  issuer. E q u ity  trea tm en t 
fo r su rp lus notes is inapp rop ria te . T h is P ractice B u lle tin  does no t estab lish  
new guidance fo r accounting fo r debt ins tru m e n ts  by the  issuer.
8. C onsistent w ith  paragraph 16 o f FASB S tatem ent o f F ina nc ia l Ac­
coun ting  S tandards No. 125, A c c o u n tin g  f o r  T ra n s fe rs  a n d  S e rv ic in g  o f  F in a n ­
c ia l  A sse ts  a n d  E x t in g u is h m e n t  o f  L ia b i l i t ie s ,  a debtor sha ll derecognize a 
su rp lus note i f  and on ly i f  i t  has been extinguished. According to  paragraph 16 
o f FASB S tatem ent No. 125,2 a l ia b ility  has been extingu ished  i f  e ith e r o f the 
fo llo w in g  conditions is m et:
a. The debtor pays the  c red ito r and is re lieved o f its  ob liga tion  fo r the 
lia b ility . Paying  the cred ito r includes d e live ry  o f cash, o ther fin an c ia l 
assets, goods, o r services o r reacqu is ition  by the  debtor o f its  ou t­
s tand ing  debt securities w he ther the  securities are canceled o r held  
as so-called trea su ry  bonds.
b. The debtor is le g a lly  released from  being the  p rim a ry  ob ligor under 
the  lia b ility  e ith e r ju d ic ia lly  o r by the cred itor. [F o o tn o te  o m itte d ]
Accrual o f Interest
9. In te re s t should be accrued over the  life  o f the su rp lus note, irrespective  
o f the approval o f in te re s t and p rin c ip a l paym ents by the insurance comm is­
sioner, and recognized as an expense in  the  same m anner as o the r debt.
2 FASB Statement No. 140 supersedes FASB Statement No. 76, E x tin g u ish m e n t o f  Debt.
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Disclosure
10. Issuers o f surp lus notes should com ply w ith  e x is ting  disclosure re ­
qu irem ents fo r debt ins trum ents . In  add ition , disclosure is requ ired  regard ing  
the com m issioner’s ro le  and a b ility  to approve o r disapprove any in te re s t and 
p rin c ip a l paym ents.
Effective Date and Transition
11. T h is P ractice B u lle tin  is  effective fo r fin a n c ia l statem ents fo r fisca l 
years beg inn ing  a fte r December 15, 1995. The effect o f in it ia lly  app ly ing  th is  
P ractice B u lle tin  sha ll be reported re tro ac tive ly  th rough  resta tem ent o f a ll 
p rev iously issued fin a n c ia l sta tem ents presented fo r com parative purposes. 
The cum u la tive  effect o f adopting  th is  P ractice B u lle tin , in c lu d ing  the  accrual 
i f  in te res t, i f  any, sha ll be included in  the earlie s t year restated.
The p rov is ions  o f th is  P ractice  B u lle tin  need n o t be app lied  to  
im m a te ria l item s.
Basis fo r Conclusions
12. T h is  section discusses considerations th a t were deemed s ign ifican t by 
members o f AcSEC in  reaching the  conclusions in  th is  P ractice B u lle tin . I t  
includes reasons fo r accepting ce rta in  views and re jecting  others.
Balance-Sheet Classification of Outstanding Surplus Notes
13. AcSEC considered the characteristics o f surp lus notes and deemed 
them  lia b ilit ie s  in  accordance w ith  FASB Concepts S ta tem ent No. 6, E le m e n ts  
o f  F in a n c ia l S ta te m e n ts .
14. FAS B Concepts S tatem ent No. 6 defines bo th  lia b ilit ie s  and equ ity  
and describes th e ir  essentia l characteristics. P aragraph 35 o f the  Concepts 
S ta tem ent defines lia b ilit ie s  as “probable fu tu re  sacrifices o f economic benefits 
a ris ing  from  present obliga tions o f a p a rtic u la r e n tity  to  tra n s fe r assets or 
provide services to o the r en titie s  in  the fu tu re  as a re su lt o f past transactions 
or events.”
15. P aragraph 36 o f FASB Concepts S tatem ent No. 6 describes the  fo llo w ­
ing  th ree  essentia l characteristics o f a lia b ility .
(a )  i t  embodies a present d u ty  o r re sp o n s ib ility  to  one o r m ore o th e r en titie s  
th a t en ta ils  se ttlem en t by probable fu tu re  tra n s fe r or use o f assets a t a specified 
o r de te rm inab le  date, on occurrence o f a specified event, o r on dem and, (b ) the  
d u ty  o r re sp o n s ib ility  ob ligates a p a rtic u la r e n tity , le av in g  i t  l i t t le  o r no 
d iscre tion  to  avo id the  fu tu re  sacrifice, and (c) the  transa c tion  o r o ther event 
o b lig a tin g  the  e n tity  has a lready happened.
16. S urp lus notes represent a present d u ty  to  the holders o f the notes th a t 
en ta ils  se ttlem ent by probable fu tu re  transfe rs  o f cash. The fu tu re  transfe rs  o f 
cash are n o rm a lly  on specified  dates, sub ject to  the  a pp rova l o f the  com m is­
sioner. I f  the com m issioner does no t g ra n t approva l fo r paym ent on a specified
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date, the  fu tu re  tran s fe r o f cash takes place on occurrence o f a specified event, 
w h ich  is the u ltim a te  approval o f the com m issioner. Therefore, su rp lus notes 
m eet the  f ir s t  characte ris tic  o f a lia b ility . In  add ition , AcSEC observed th a t 
declara tion  o f b ankrup tcy  by an en te rp rise  and the  ro le  o f the  court in  deter­
m in in g  w hen and in  w ha t am ounts an ob liga tion  w ill be se ttled  do no t affect 
w he ther the  debt in s tru m e n t continues to  q u a lify  as a lia b ility .
17. Should the com m issioner no t g ra n t approval fo r an in te re s t o r p rin c i­
pa l paym ent, the issuer cannot m ake the  paym ent and the  holders o f the notes 
have no recourse. The com m issioner w ill g ra n t approval on ly  i f  i t  is consistent 
w ith  h is  o r he r resp on s ib ility  and objective to m a in ta in  the  solvency and 
fin a n c ia l s ta b ility  o f the  insu re r. A lth ou g h  the com m issioner has d iscretion, 
AcSEC concluded th a t the  com m issioner is no t p a rt o f the organization. The 
d iscre tion  described in  FASB Concepts S tatem ent No. 6 is no t delegable 
outside the  enterprise . The e n tity  has li t t le  or no d iscre tion  to  avoid the fu tu re  
sacrifice and thus surp lus notes do m eet the  second characte ris tic  o f a lia b ility .
18. AcSEC concluded th a t the previous tran s fe r o f cash to  enterprises 
from  the  noteho lder in  re tu rn  fo r the  issuance o f the  surp lus note is the  event 
needed to obligate the e n tity  and therefore  su rp lus notes m eet the  th ird  
characte ris tic  o f a lia b ility .
19. E q u ity  o f a business enterprise  is defined in  paragraph 60 o f FASB 
Concepts S ta tem ent No. 6 s im p ly  as a res idua l in te re s t— the difference be­
tw een an en te rp rise ’s assets and its  lia b ilitie s . E q u ity  o f a business enterprise  
stems from  ow nersh ip  r ig h ts  or the equ iva len t, and i t  involves a re la tionsh ip  
between an en te rp rise  and its  owners ra th e r th an  as employees, suppliers, 
lenders, o r in  o ther nonow ner roles.
20. FASB Concepts S tatem ent No. 6 explains th a t the  essentia l charac­
te ris tics  o f equ ity  center on the  conditions fo r tra n s fe rrin g  enterprise  assets to  
the  holders o f equ ity  in terests. D is trib u tio n s  to owners are a t the  d iscre tion  
and v o litio n  o f the  owners o r th e ir  representatives a fte r sa tis fy ing  res tric tions  
imposed by law , regu la tion , o r agreements w ith  o the r e n tities . In  m ost c ircum ­
stances, an en terprise  is no t obligated to  tran s fe r assets to  owners except in  the 
event o f the en te rp rise ’s liq u id a tio n  unless i t  fo rm a lly  acts to  do so, such as by 
declaring  a d iv idend. A n  en te rp rise ’s lia b ilit ie s  and equ ity  are m u tu a lly  exclu­
sive cla im s to  o r in te rests  in  its  assets by o the r e n titie s , and lia b ilit ie s  take 
precedence over ow nership in terests.
21. S urp lus note paym ents requ ire  the approval o f the  com m issioner. The 
com m issioner’s respons ib ilities  and objectives include m a in ta in in g  the  sol­
vency and fin a n c ia l s ta b ility  o f the  insu re r. AcSEC concluded th a t a lthough  the 
com m issioner has the  a b ility  to re s tr ic t paym ents o f in te re s t and p rinc ip a l, the 
issuer continues to  have the ob liga tion  even though the tim in g  m ay be uncer­
ta in . Actions by the com m issioner do no t fo rm a lly  discharge the  issuer’s 
ob ligations to pay the p rin c ip a l or in te res t. Therefore, the  characteristics o f 
su rp lus notes are no t consistent w ith  the  characteristics o f equ ity  as described 
in  FASB Concepts S tatem ent No. 6.
Surplus Notes— Statutory Basis
22. S ta tu to ry  accounting  p ractices fo r su rp lu s  notes g e n e ra lly  are con­
s is te n t am ong a ll th e  sta tes. Once approved by the  com m issioner, these 
in s tru m e n ts  are c lassified as su rp lus on the balance sheet. In te re s t is reported 
as an expense and a l ia b il i t y  o n ly  a fte r paym en t has been app roved  by th e
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com m issioner. In te re s t th a t has no t ye t been approved fo r paym ent is not 
accrued as an expense and lia b ility  b u t ra th e r disclosed in  the  notes to  the  
fin a n c ia l statem ents. AcSEC observed th a t the  objectives o f regu la to ry  ac­
coun ting  requ irem ents are no t always consistent w ith  GAAP, and differences 
in  accounting fo r o the r transactions cu rre n tly  exist.
Other Instruments W ith Sim ilar Characteristics
23. AcSEC considered o ther ins tru m e n ts  w ith  s im ila r characteristics to 
su rp lus notes. Subordinated lia b ilit ie s  o f broker/dealers, m an da to rily  redeem­
able pre ferred  stock, and h yb rid  p re ferred  securities such as m on th ly /q u a rte rly  
income pre ferred  stock (M IP S /Q U IP S ) have characteristics o f both  lia b ilitie s  
and e qu ity  and are genera lly  presented on the balance sheet as a separate 
component between lia b ilit ie s  and equ ity.
Subordinated Liabilities o f Broker/Dealers
24. Insurance enterprise  su rp lus notes have m any o f the  same charac­
te ris tics  as subord inated lia b ilit ie s  o f brokers and dealers in  securities. Both  
k inds  o f ins tru m e n ts  q u a lify  as cap ita l fo r regu la to ry  purposes, are subord i­
nated to  a ll o ther cla im s except those o f owners, and requ ire  regu la to ry  
approval o r m eeting o f prescribed reg u la to ry  conditions before repaym ent. The 
revised A IC P A  A u d it and Accounting Guide B ro k e rs  a n d  D e a le rs  in  S e c u r it ie s  
does not p e rm it rep o rting  combined subord inated lia b ilit ie s  w ith  stockholders’ 
equ ity  in  the  sta tem ent o f fin a n c ia l condition, w h ich  was acceptable under the 
superseded guide. The superseded presen ta tion  was believed to  be m islead ing  
because i t  im p lie d  th a t subord inated lia b ilit ie s  are a component o f stockhold­
ers’ equ ity , unencum bered by the r ig h t o f the c red ito r to be repaid . L ia b ilitie s  
freq ue n tly  have repaym ent lim ita tio n s  o f one sort or another, b u t nevertheless 
rem ain  lia b ilitie s . AcSEC concluded th a t accounting fo r su rp lus notes as a 
lia b il ity  is consistent w ith  the accounting fo r subord inated lia b ilit ie s  o f brokers 
and dealers.
M andatorily  Redeemable Preferred Stocks and H ybrid  
Preferred Securities
25. S urp lus notes and m an d a to rily  redeemable pre ferred  stocks are s im i­
la r  in  th a t both  are subord inated to  o ther cla im s and because o f the  te rm s o f 
redem ption  as prescribed by the  ins tru m e n t; once issued, redem ption  is ou t­
side the  contro l o f the issuer. AcSEC concluded th a t a lthough  practice is to 
show m an d a to rily  redeemable p re ferred  stock in  a separate category between 
lia b ilit ie s  and equ ity , to  tre a t surp lus notes in  the  same m anner w ould  be 
inapp rop ria te . AcSEC was not persuaded th a t surp lus notes, an in s tru m e n t 
th a t m eets a ll the characteristics o f a l ia b ility , should be requ ired  or p e rm itted  
to be d isplayed o the r th an  as a lia b ility .
26. H yb rid  p re ferred  securities such as m on th ly  and q u a rte rly  income 
p re ferred  securities (M IP S /Q U IP S ) are securities issued by a special-purpose 
e n tity  th a t lends the  proceeds to its  con tro lling  company. AcSEC concluded 
th a t a lthough  the practice is to  show h yb rid  p re ferred  securities in  a separate 
category between lia b ilit ie s  and equ ity , to  tre a t surp lus notes in  the same 
m anner w ou ld  be inapp rop ria te . AcSEC concluded th a t su rp lus notes m eet a ll 
o f the characteristics o f a l ia b ility  and to record surp lus notes in  a separate 
category between lia b ilit ie s  and e qu ity  outside o f lia b ilit ie s  w ou ld  no t provide 
users w ith  as re levan t in fo rm a tion .
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Income Statement Presentation
27. Because surp lus notes are presented on the  balance sheet as l ia b il i­
ties, in te re s t paym ents on su rp lus notes should be recorded as in te re s t expense 
th rough  operations. T h is  tre a tm e n t is consistent w ith  cu rre n t accounting 
practice fo r in te re s t expense on debt.
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NOTICE TO READERS
Statem ents o f Position  on accounting issues present the conclusions 
o f a t least tw o -th ird s  o f the  A ccoun ting  Standards Executive Com­
m ittee , w h ich  is the  senior techn ica l body o f the  In s titu te  authorized 
to speak fo r the In s titu te  in  the areas o f fin a n c ia l accounting and 
reporting . S ta tem ent on A u d itin g  S tandards No. 69, T he  M e a n in g  o f  
Present F a ir ly  in  C on fo rm ity  W ith  G enera lly  Accepted Accounting  
P rinc ip les in  th e  In d e p e n d e n t A u d i t o r ’s R e p o rt, ide n tifie s  A IC P A  
S tatem ents o f Position  th a t have been cleared by the  F inanc ia l Ac­
counting  S tandards Board as sources o f established accounting p r in ­
ciples in  category b o f the  h ie ra rchy  o f genera lly  accepted accounting 
p rinc ip les th a t i t  establishes. A IC P A  m em bers should consider the 
accounting p rinc ip les in  th is  S ta tem ent o f P osition  i f  a d iffe re n t 
accounting tre a tm e n t o f a transaction  o r event is no t specified by a 
pronouncem ent covered by Rule 203 o f the A IC P A  Code o f Profes­
sional Conduct. In  such circum stances, the  accounting trea tm en t 
specified by th is  S ta tem ent o f Position  should be used, o r the  m em ber 
should be prepared to  ju s t ify  a conclusion th a t another tre a tm e n t 
b e tte r presents the  substance o f the  transaction  in  the  circum stances.
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S U M M A R Y
T h is  S ta tem ent o f P osition  (SOP) provides guidance on accounting by insurance 
and o ther enterprises fo r assessments re la ted  to insurance a c tiv itie s . The SOP 
provides—
•  Guidance fo r d e te rm in ing  when an e n tity  should recognize a l ia b ility  
fo r g ua ran ty -fund  and o the r insurance-re la ted  assessments.
•  Guidance on how to  m easure the  lia b ility . I t  a llow s fo r the  d iscounting  
o f the  lia b ility  i f  the  am ount and tim in g  o f the  cash paym ents are fixed 
o r re lia b ly  determ inable .
•  Guidance on w hen an asset m ay be recognized fo r a p o rtion  o r a ll o f 
the  assessment l ia b il ity  or pa id  assessment th a t can be recovered 
th rough  p rem ium  ta x  offsets o r po licy surcharges.
•  R equirem ents fo r d isclosure o f ce rta in  in fo rm a tion .
T h is  SOP is effective fo r fin a n c ia l sta tem ents fo r fisca l years beg inn ing  a fte r 
December 15, 1998. E a r ly  adoption is encouraged. P reviously issued annua l 
fin a n c ia l sta tem ents should no t be resta ted. In it ia l app lica tion  o f th is  SOP 
should be as o f the  beg inn ing  o f an e n tity ’s fisca l year ( th a t is, should an e n tity  
adopt the SOP p rio r to  the  effective date and d u rin g  an in te r im  period o ther 
th a n  the  f ir s t  in te r im  period, a ll p r io r in te r im  periods should be restated). 
E n titie s  subject to  insurance-re la ted  assessments should rep o rt the effect o f 
in it ia lly  adopting  th is  SOP in  a m anner s im ila r to the  rep o rting  o f a cum u la tive  
effect o f a change in  accounting p rinc ip le . (Refer to  paragraph  20 o f Accounting 
P rinc ip les Board [A P B ] O p in ion  No. 20 , A c c o u n t in g  C h a n g e s .)
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The accounting guidance contained in  th is  docum ent has been cleared by the  
F inanc ia l Accounting  Standards Board (FASB). The procedure fo r clearing  
accounting guidance in  documents issued by the A ccounting  S tandards Execu­
tive  C om m ittee (AcSEC) involves the FASB rev iew ing  and d iscussing in  pub lic  
board m eetings (a ) a prospectus fo r a pro ject to  develop a document, (b ) a 
proposed exposure d ra ft th a t has been approved by a t least ten  o f AcSEC’s 
fifte e n  m embers, and (c) a proposed fin a l docum ent th a t has been approved by 
a t least ten  o f AcSEC’s fifte e n  members. The docum ent is cleared i f  a t least five  
o f the seven FASB m em bers do no t object to AcSEC u nd e rta k in g  the  project, 
issu ing  the  proposed exposure d ra ft or, a fte r considering the in p u t received by 
AcSEC as a re su lt o f the  issuance o f the  exposure d ra ft, issu ing  the  fin a l 
document.
The c rite r ia  applied by the FASB in  th e ir  rev iew  o f proposed projects and 
proposed documents include the  fo llow ing.
a . The proposal does no t con flic t w ith  cu rre n t or proposed accounting 
requ irem ents, unless i t  is a lim ite d  circum stance, u sua lly  in  special­
ized in d u s try  accounting, and the  proposal adequately ju s tif ie s  the  
departure .
b. The proposal w ill re su lt in  an im provem ent in  practice.
c. The A IC P A  dem onstrates the  need fo r the  proposal.
d . The benefits o f the  proposal are expected to exceed the  costs o f 
app ly ing  it .
In  m any s itua tions, p r io r to  clearance, the FASB w ill propose suggestions, 
m any o f w h ich  are included in  the  documents.
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Accounting by Insurance 
and Other Enterprises fo r 
Insurance-Related Assessments
Introduction
1. Insurance enterprises as w e ll as noninsurance e n titie s  are subject to  a 
va rie ty  o f assessments re la ted  to  insurance a c tiv itie s , in c lu d in g  those by state 
gua ran ty  funds and w orkers ’ com pensation second-in jury funds. Some e n titie s  
m ay be subject to  insurance-re la ted  assessments because they se lf-insure 
aga inst loss or lia b ility . C u rre n t accounting practice is  diverse among en titie s  
subject to  such insurance-re la ted  assessments and re la ted  recoveries. Some o f 
the d ive rs ity  is a re su lt o f fundam enta l differences in  the m ethods fo r assessing 
en tities . Nevertheless, s im ila r assessments are no t being accounted fo r compa­
ra b ly  among en tities . A  num ber o f en titie s  account fo r assessments on a 
pay-as-you-go (cash) basis, whereas others account fo r assessments on an 
accrual basis. F urtherm ore , the m ethods fo r accrual are varied .
2. As the  prevalence and m agnitude o f gua ran ty -fund  and o ther in s u r­
ance-related assessments have increased, concern about the  d ive rs ity  in  prac­
tice also has increased. T h is S tatem ent o f Position  (SOP) provides guidance on 
accounting by e n titie s  subject to  insurance-re la ted  assessments and was un ­
dertaken  to  reduce d ive rs ity  in  practice, im prove the  co m parab ility  o f the 
am ounts reported, and im prove disclosures made by en titie s  subject to  gua r­
a n ty -fund  and o ther insurance-re la ted  assessments.
Background Information
Guaranty-Fund Assessments
3. States have enacted leg is la tion  estab lish ing  g ua ran ty  funds. The state 
gua ran ty  funds assess en titie s  licensed to  sell insurance in  the  sta te  to  provide 
fo r the paym ent o f covered cla im s o r to  m eet o the r insurance obligations, 
subject to  prescribed lim its , o f inso lven t insurance enterprises. The assess­
m ents are genera lly  based upon p rem ium  volum e fo r ce rta in  covered lines o f 
business. M ost state gua ran ty  funds assess en titie s  fo r costs re la ted  to  a 
p a rtic u la r insolvency a fte r the  insolvency occurs. A t least one state, however, 
assesses e n titie s  p rio r to  insolvencies.
4. State gua ran ty  funds use a v a rie ty  o f methods fo r assessing en tities . 
T h is  SOP ide n tifie s  the  fo llow ing  fo u r p rim a ry  methods o f gua ran ty-fund  
assessments.
a. R e tro s p e c tiv e -p re m iu m -b a s e d  assessm en ts. G uaran ty  funds cover­
in g  b enefit paym ents o f inso lven t life , a n n u ity , and hea lth  in s u r­
ance en te rp rises typ ic a lly  assess en titie s  based on prem ium s  
w ritte n  or received in  one or more years p r io r  to  the year o f 
inso lvency.1 Assessments in  any year are genera lly  lim ite d  to  an 
established percentage o f an e n tity ’s average p rem ium s fo r the th ree  
years preceding the  insolvency. Assessments fo r a g iven insolvency 
m ay take  place over several years.
1 Terms defined in the glossary are set in boldface type the first time they appear in this SOP.
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b. P ro s p e c tiv e -p re m iu m -b a s e d  assessm en ts . G uaran ty  funds covering 
cla im s o f inso lven t p ro p e rty  and casua lty  insurance e n te r­
prises typ ic a lly  assess en titie s  based on p rem ium s w ritte n  in  one or 
m ore years a f te r  the  insolvency. Assessments in  any year are gener­
a lly  lim ite d  to  an established percentage o f an e n tity ’s prem ium s 
w ritte n  or received fo r the  year preceding the  assessment. Assess­
m ents fo r a g iven insolvency m ay take  place over several years.
c. P re fu n d e d -p re m iu m -b a s e d  assessm en ts . A t least one sta te  uses th is  
k in d  o f assessment to  cover cla im s o f inso lven t p rope rty  and casualty 
insurance enterprises. T h is k in d  o f assessment is in tended to  pre- 
fu nd  the  costs o f fu tu re  insolvencies. Assessments are imposed p rio r 
to  any p a rtic u la r insolvency and are based on the cu rren t leve l o f 
w r itte n  prem ium s. Rates to be applied to  fu tu re  prem ium s are 
adjusted as necessary.
d . A d m in is t ra t iv e - ty p e  assessm en ts. These assessments are typ ica lly  
a f la t (annua l) am ount per e n tity  to  fund  operations o f the  gua ran ty  
association, regardless o f the  existence o f an insolvency. These as­
sessments are genera lly  expensed in  the period assessed and are n o t 
addressed fu rth e r in  th is  SOP.
5. State law s o ften a llow  fo r recoveries o f gua ran ty -fund  assessments by 
e n titie s  subject to  assessments th rough  such m echanisms as prem ium  tax  
offsets, policy surcharges, and fu tu re  p rem ium  ra te  structures.
Other Insurance-Related Assessments
6. E n titie s  are subject to  a va rie ty  o f o ther insurance-re la ted  assess­
m ents. M any states and a num ber o f loca l governm ental u n its  have established 
o the r funds supported by assessments. The m ost p reva len t uses fo r such 
assessments are (a) to  fund  opera ting  expenses o f sta te  insurance regu la to ry  
bodies (fo r example, the state insurance departm ent o r w orkers ’ compensation 
board) and (b ) to  fu n d  se cond-in ju ry  funds.2
7. The p rim a ry  methods used to  assess fo r these o ther insurance-re la ted  
assessments are the  fo llow ing .
a. P re m iu m -b a s e d . The assessing o rgan iza tion  imposes the  assess­
m ent based on the e n tity ’s w r itte n  p rem ium s.3 The base year o f 
p rem ium s is  genera lly  e ith e r the  cu rre n t year or the  year preceding 
the  assessment.
b. Lo ss -b a se d . The assessing organ ization  imposes the assessment 
based on the  e n tity ’s in c u rre d  losses or pa id  losses in  re la tio n  to 
th a t am ount fo r a ll e n titie s  subject to th a t assessment in  the  p a rticu ­
la r  ju r is d ic tio n .
2 Second-injury funds provide reimbursement to insurance carriers or employers for workers’ 
compensation claims when the cost of a second injury combined with a prior accident or disability is 
greater than what the second accident alone would have produced. The employer of an injured or 
handicapped worker is responsible only for the workers’ compensation benefit for the most recent 
injury; the second-injury fund would cover the cost of any additional benefits for aggravation of a 
prior condition or injury. The intent of the fund is to help insure that employers are not made to suffer 
a greater monetary loss or increased insurance costs because of hiring previously injured or handi­
capped employees.
3 The assessing organization may be at the state, county, municipality, or other such level.
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Scope
8. T h is  SOP applies to  a ll e n titie s  th a t are subject to  gua ran ty-fund  and 
o ther insurance-re la ted  assessments.4,5
9. Assessments covered by th is  SOP include any charge m andated by 
sta tu te  o r reg u la to ry  a u th o rity  th a t is  re la ted  d ire c tly  or in d ire c tly  to under­
w rit in g  ac tiv itie s  (in c lud ing  self-insurance), except fo r income taxes and p re ­
m iu m  taxes. T h is SOP does not app ly to  am ounts payable or pa id  as a re su lt o f 
re insurance contracts or arrangem ents th a t are in  substance reinsurance, 
inc lu d ing  assumed reinsurance a c tiv itie s  and ce rta in  in v o lu n ta ry  pools th a t 
are covered by F ina nc ia l A ccounting  Standards Board (FASB) S tatem ent o f 
F ina nc ia l Accounting  Standards No. 113, A c c o u n t in g  a n d  R e p o r t in g  f o r  R e in ­
s u ra n c e  o f  S h o r t -D u ra t io n  a n d  L o n g -D u ra t io n  C o n tra c ts .
Conclusions 
Reporting Liabilities
10. E n titie s  subject to  assessments should recognize lia b ilit ie s  fo r in s u r­
ance-related assessments when a ll o f the fo llow ing  conditions are m et.
a. A n  assessment has been imposed or in fo rm a tio n  availab le  p rio r to  
the  issuance o f the fin a n c ia l statem ents ind icates i t  is  probable th a t 
an assessment w ill  be imposed.
b. The event o b liga ting  an e n tity  to  pay (unde rly ing  cause of) an 
imposed or probable assessment has occurred on o r before the date 
o f the fin a n c ia l statem ents.
c. The am ount o f the assessment can be reasonably estim ated. 
Probability o f Assessment
11. P rem ium -based gua ran ty -fund  assessments, except those th a t are 
prefunded, are presum ed probable w hen a fo rm a l d e te rm ina tion  o f insolvency 
occurs, and presum ed no t probable p rio r to  a fo rm a l de te rm ina tion  o f in so l­
vency.6 P refunded gua ran ty-fund  assessments and prem ium -based adm in is­
tra tive -typ e  assessments (as defined in  paragraph 4), are presum ed probable 
when the  prem ium s on w h ich  the  assessments are expected to  be based are 
w ritte n . Loss-based a dm in is tra tive -type  and second-in jury fu nd  assessments 
are presum ed probable when the  losses on w h ich  the  assessments are expected 
to  be based are incu rred .
O bligating Event
12. Because o f the fundam enta l d ifferences in  how assessment mecha­
nism s operate, the  event th a t makes an assessment probable (fo r example, an
4 Some entities are subject to insurance-related assessments because they self-insure against 
loss or liability. For example, one state specifies that self-insurers of workers’ compensation should 
use as a base for assessment the amount of premium the self-insurer would have paid if  it had 
insured its liability with an insurer for the previous calendar year.
5 This SOP does not apply to assessments of depository institutions related to bank insurance 
and similar funds.
6 For purposes of this SOP, a formal determination of insolvency occurs when an entity meets a 
state’s (ordinarily the state of domicile of the insolvent insurer) statutory definition of an insolvent 
insurer. In most states, the entity must be declared to be financially insolvent by a court of competent 
jurisdiction. In some states, there must also be a final order of liquidation.
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insolvency) m ay no t be the  event th a t obligates an e n tity . The fo llow ing  defines 
the  event th a t obligates an e n tity  to  pay an assessment fo r each k in d  o f 
assessment id e n tifie d  in  th is  SOP.
13. F or prem ium -based assessments, the  event th a t obligates the e n tity  
is genera lly  w r it in g  the prem ium s or becom ing ob liga ted  to  w rite  or renew 
(such as m u ltip le -yea r, noncancelable policies) the  prem ium s on w h ich  the 
assessments are expected to be based. Some states, th rough  law  or regu la to ry  
practice, provide th a t an insurance enterprise  cannot avoid paying  a p a rtic u la r 
assessment even i f  th a t insurance enterprise  reduces its  p rem ium  w r it in g  in  
the  fu tu re . In  such circum stances, the  event th a t obligates the  e n tity  is a 
fo rm a l de te rm ina tion  o f insolvency or s im ila r tr ig g e rin g  event. R egula tory 
practice w ou ld  be determ ined based on the stated in ten tion s  or p r io r h is to ry  o f 
the  insurance regula tors.
14. F or loss-based assessments, the event th a t obligates an e n tity  is  an 
e n tity ’s in c u rr in g  the  losses on w h ich  the  assessments are expected to  be based.
A b ility  to Reasonably Estimate the L iability
15. One o f the  conditions in  FASB S tatem ent No. 5, A c c o u n t in g  f o r  
C o n tin g e n c ie s , fo r recogn ition  o f a l ia b ility  is th a t the  am ount can be reason­
ably estim ated. FASB In te rp re ta tio n  No. 14, R e a so n a b le  E s t im a t io n  o f  the  
A m o u n t  o f  a  L o ss , provides th a t some am ount o f loss can be reasonably 
estim ated w hen availab le  in fo rm a tio n  ind icates th a t the  estim ated am ount o f 
the  loss is w ith in  a range o f am ounts. W hen no am ount w ith in  the range is a 
b e tte r estim ate th a n  any o the r am ount, the m in im u m  am ount in  the range 
sha ll be accrued.
16. E n titie s  subject to  assessments m ay be able to ob ta in  in fo rm a tio n  to 
assist in  e s tim a ting  the  to ta l gua ran ty -fund  cost o r the  fo llow ing  years’ assess­
m ents, as appropria te , fo r an insolvency from  organizations such as the state 
g ua ra n ty  fund  associations, the  N a tio na l O rgan iza tion  o f L ife  and H ea lth  
Insurance G uaran ty  Associations (N O LH G A ) and the  N a tio na l Conference o f 
Insurance G uaran ty  Funds (N C IG F). A n  e n tity  need no t be able to  compute the 
exact am ounts o f the  assessments or be fo rm a lly  n o tifie d  o f such assessments 
by a gua ran ty  fund  to  m ake a reasonable estim ate o f its  lia b ility . E n titie s  
subject to  assessments m ay have to m ake assum ptions about fu tu re  events, 
such as when the fund  w ill in cu r costs and pay cla im s th a t w il l  determ ine the 
am ounts and the tim in g  o f assessments. The best ava ilab le  in fo rm a tio n  about 
m a rke t share or p rem ium s by state and p rem ium s by lin e  o f business genera lly  
should be used to  estim ate the am ount o f an insurance en te rp rise ’s fu tu re  
assessments.
17. I f  a noninsurance e n tity ’s assessments are based on prem ium s, i t  m ay 
be necessary to consider the  am ount o f p rem ium  the se lf-insu re r w ou ld  have 
pa id  i f  i t  had insu red  its  l ia b ility  w ith  an insu re r. I f  a noninsurance e n tity ’s 
assessments are based on losses, i t  should consider the  losses th a t have been 
incu rred  by the company when de te rm in ing  the lia b ility . M ost often, assess­
m ents th a t have an im pact o f noninsurance en titie s  th a t se lf-insure w orkers ’ 
com pensation obliga tions are fo r second-in jury funds. Second-in jury funds 
genera lly  assess insurance e n titie s  and se lf-insurers based on pa id  losses. A  
noninsurance e n tity  m ay develop an accrual fo r its  second-in jury l ia b ility  
based on one or more o f the fo llow ing : (a) the  ra tio  o f the  e n tity ’s p r io r period 
pa id  w orkers ’ com pensation cla im s to aggregate w orkers ’ compensation claim s 
in  the  state th a t was used as a basis fo r p rev ious assessm ents, (b ) to ta l fu n d  
assessm ents in  p r io r  periods, o r (c) know n  changes in  the  c u rre n t pe riod  to
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e ith e r the num ber o f employees se lf-insured by the  e n tity  or the num ber o f 
w orkers who are the subject o f recoveries from  the  second-in jury fund  th a t 
m ig h t a lte r to ta l fund  assessments and the e n tity ’s p roportion  o f the  to ta l fund  
assessments.
18. E stim ates o f loss-based assessments should be consistent w ith  e s ti­
m ates o f the und e rly in g  incu rred  losses and should be developed based on 
enacted law s or regu la tions and expected assessment rates.
19. E stim ates o f some insurance-re la ted  assessment lia b ilit ie s  m ay be 
d if f ic u lt to  derive. The developm ent or de te rm ina tion  o f estim ates is p a rticu ­
la r ly  d if f ic u lt fo r gua ran ty -fund  assessments because o f unce rta in ties  about 
the cost o f the insolvency to the  g ua ran ty  fund  and the p o rtion  th a t w il l  be 
recovered th rough  assessment. Exam ples o f unce rta in ties  fo llow :
•  L im ita tio n s , as provided by sta tu te , on the  am ount o f in d iv id u a l 
contract l ia b ilit ie s  th a t the  gua ran ty  fund  w ill  assume, th a t cause the 
g ua ra n ty  fund  associations’ l ia b ility  to be less th a n  the  am ount by 
w h ich  the  e n tity  is  inso lven t
•  C on tract provisions (fo r example, cred ited rates) th a t m ay be m od ified  
a t the tim e  o f the insolvency o r a lte rn a tive  payout options th a t m ay 
be offered to  contractho lders th a t affect the  leve l and payout o f the 
gua ran ty  fu nd ’s lia b ility
•  The exten t and tim in g  o f availab le  re insurance recoveries m ay be 
subject to  s ign ifican t unce rta in ties
•  A lte rn a tive  strategies fo r the liq u id a tio n  o f assets o f the  inso lven t 
company th a t affect the  tim in g  and leve l o f assessments
•  C e rta in  lia b ilit ie s  o f the inso lven t in su re r m ay be p a rtic u la rly  d iff ic u lt 
to  estim ate (fo r example, asbestos or environm enta l lia b ilitie s )
Because o f the u nce rta in ties  su rround ing  some insurance-re la ted  assessments, 
the range o f assessment l ia b ility  m ay have to  be reevaluated re g u la rly  d u rin g  
the assessment process. F o r  some ranges, there  m ay be am ounts th a t appear 
to be b e tte r estim ates th a n  any o ther w ith in  the range. I f  th is  is the case, the 
lia b il ity  recorded should be based on the  best estim ate w ith in  the  range. For 
ranges in  w h ich  there  is no such best estim ate, the lia b ility  th a t should be 
recorded should be based on the am ount represen ting  the m in im u m  am ount in  
the range.
Application of Guidance
20. A  discussion on app ly ing  the  conclusions in  paragraphs 10 th rough  19 
to the  m ethods used to  address gua ran ty-fund  assessments and o ther in s u r­
ance-related assessments (as described in  paragraphs 4 and 7) fo llows.
a. R e tro s p e c tiv e -p re m iu m -b a s e d  g u a ra n ty - fu n d  assessm en ts . A n  as­
sessment is probable o f being imposed when a fo rm a l de te rm ina tion  
o f insolvency occurs. A t th a t tim e , the p rem ium  th a t obligates the 
e n tity  fo r the  assessment l ia b ility  has a lready been w ritte n . Accord­
ing ly , an e n tity  th a t has the a b ility  to reasonably estim ate the 
am ount o f the  assessment should recognize a lia b il ity  fo r the e n tire  
am ount o f fu tu re  assessments re la ted  to  a p a rtic u la r insolvency 
when a fo rm a l de te rm ina tion  o f insolvency is rendered.
b. P ro s p e c tiv e -p re m iu m -b a s e d  g u a ra n ty - fu n d  assessm en ts . The event 
th a t obligates the e n tity  fo r the assessment lia b il ity  genera lly  is  the
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w r it in g  of, or becom ing obligated to  w rite  o r renew, the prem ium s on 
w h ich  the  expected fu tu re  assessments are to  be based.7 Therefore, 
the  event th a t obligates the e n tity  genera lly  w il l  no t have occurred 
a t the  tim e  o f the insolvency.
In  states th a t, th ro ug h  law  or regu la to ry  practice, provide th a t an 
e n tity  cannot avoid paying  a p a rtic u la r assessment in  the fu tu re  
(even i f  the  e n tity  reduces p rem ium  w ritin g s  in  the  fu tu re ), the  event 
th a t obligates the e n tity  is a fo rm a l de te rm ina tion  o f insolvency or a 
s im ila r event. A n  e n tity  th a t has the  a b ility  to  reasonably estim ate 
the am ount o f the  assessment should recognize a l ia b ility  fo r the 
en tire  am ount o f fu tu re  assessments th a t cannot be avoided re la ted  
to  a p a rtic u la r insolvency when a fo rm a l de te rm ina tion  o f insolvency 
occurs.
In  states w ith o u t such a law  or regu la to ry  practice, the  event th a t 
obligates the  e n tity  is  the  w r it in g  of, or becoming obligated to  w rite , 
the  prem ium s on w h ich  the  expected fu tu re  assessments are to  be 
based. A n  e n tity  th a t has the  a b ility  to  reasonably estim ate the 
am ount o f the  assessments should recognize a l ia b ility  when the 
re la ted  p rem ium s are w ritte n  o r when the  e n tity  becomes obligated 
to  w rite  the  prem ium s.
c. P re fu n d e d -p re m iu m -b a s e d  g u a ra n ty - fu n d  assessm en ts . A  l ia b ility  
fo r an assessment arises when prem ium s are w ritte n . According ly, 
an e n tity  th a t has the  a b ility  to  reasonably estim ate the  am ount o f 
the  assessment should recognize a lia b il ity  as the  re la ted  prem ium s 
are w ritte n .
d . O th e r  p re m iu m -b a s e d  assessm en ts . O ther prem ium -based assess­
m ents, as described in  paragraph 6, w ou ld  be accounted fo r in  the  
same m anner as prefunded-prem ium -based gua ran ty -fund  assess­
m ents.
e. L o ss -b a se d  assessm en ts . A n  assessment is  probable o f being as­
serted w hen the  loss occurs. The ob liga ting  event o f the  assessment 
also has occurred when the loss occurs. According ly, an e n tity  th a t 
has the  a b ility  to reasonably estim ate  the am ount o f the assessment 
should recognize a lia b il ity  as the  re la ted  loss is incu rred .
Present Value
21. C u rre n t practice in  the insurance in d u s try  is to  a llow , b u t no t requ ire  
(w ith  lim ite d  exceptions, such as pensions and pos tre tirem en t benefits), the 
d iscoun ting  o f lia b ilit ie s  to  re flec t the  tim e  va lue o f money when the  aggregate 
am ount o f the  ob liga tion  and the am ount and tim in g  o f the cash paym ents are 
fixed  o r re lia b ly  determ inable  fo r a p a rtic u la r lia b ility . S im ila rly , fo r assess­
m ents th a t m eet those c rite ria , the  lia b il ity  m ay be recorded a t its  present 
va lue by d iscounting  the  estim ated fu tu re  cash flows a t an appropria te  in te re s t 
ra te .
Reporting Assets fo r Premium Tax Offsets and Policy Surcharges
22. W hen i t  is  probable th a t a pa id  o r accrued assessment w ill re s u lt in  
an am ount th a t is  recoverable from  p re m iu m  ta x  o ffsets o r p o licy  surcharges,
7 For example, multiple-year contracts under which an insurance enterprise has no discretion 
to avoid writing future premiums.
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an asset should be recognized fo r th a t recovery in  an am ount th a t is de te r­
m ined based on cu rre n t law s and pro jections o f fu tu re  p rem ium  collections or 
po licy surcharges from  in -fo rce  po lic ies. In  de te rm in ing  the  asset to  be 
recorded, in-force policies do no t include expected renew als o f sho rt-du ra tion  
contracts b u t do include assum ptions as to  persistency rates fo r long-dura tion  
contracts. The recogn ition  o f such assets re la ted  to  prospective-prem ium -based 
assessments is lim ite d  to  the  am ount o f p rem ium  an e n tity  has w ritte n  or is 
obligated to  w rite  and to  the  am ounts recoverable over the life  o f the  in-force 
policies. T h is SOP requires an e n tity  to  recognize a lia b il ity  fo r prospective- 
prem ium -based assessments as the  p rem ium  is w ritte n  or obligated to  be 
w ritte n  by the  e n tity . According ly, the  expected p rem ium  ta x  offset or policy 
surcharge asset re la ted  to  the  accrual o f p rospective-prem ium -based assess­
m ents should s im ila r ly  be based on and lim ite d  to  the  am ount recoverable as 
a re s u lt o f prem ium s the  in su re r has w ritte n  or is obligated to  w rite .
23. F or retrospective-prem ium -based assessments, th is  SOP requires an 
e n tity  to  recognize a lia b il ity  fo r such assessments a t the tim e  the  insolvency 
has occurred. According ly, to  the exten t th a t i t  is  probable th a t pa id  o r accrued 
assessments w ill re s u lt in  a recoverable am ount in  a fu tu re  period from  
business cu rre n tly  in  force considering appropria te  persistency rates, an asset 
should be recognized a t the  tim e  the  lia b il ity  is  recorded.
24. In  a ll cases, the  asset sh a ll be subject to  a va lu a tio n  allowance to  
re flec t any p o rtion  o f the  asset th a t is  no longer probable o f rea liza tion . 
C onsidering expected fu tu re  p rem ium s o ther th a n  on in-force policies in  eva lu ­
a ting  the  recove rab ility  o f p rem ium  ta x  offsets or policy surcharges is not 
appropria te . A n  asset sha ll no t be established fo r pa id  or accrued assessments 
th a t are recoverable th rough  fu tu re  p rem ium  ra te  structures.
25. The tim e  va lue o f m oney need not be considered in  the  de te rm ina tion  
o f the  recorded am ount o f the p o te n tia l recovery i f  the  lia b il ity  is no t d is­
counted. In  instances in  w h ich  the  recovery period fo r the asset is su bs ta n tia lly  
longer th a n  the  payout period fo r the lia b ility , i t  m ay be appropria te  to  record 
the  asset on a discounted basis regardless o f w he ther the lia b ility  is discounted.
26. The po licy surcharges re fe rred  to in  th is  SOP are those surcharges 
th a t are in tended to  provide an o pp o rtu n ity  fo r assessed en titie s  to recover 
some or a ll o f the am ounts assessed over a period o f tim e . In  some instances, 
there  m ay be po licy surcharges th a t are requ ired  as a pass-through to the  state 
or o the r reg u la to ry  bodies, and these surcharges should be accounted fo r in  a 
m anner such th a t am ounts collected or receivable are no t recorded as revenues 
and am ounts due or pa id  are no t expensed (m eaning, s im ila r to  accounting fo r 
sales tax).
Disclosures
27. FASB S tatem ent No. 5, FASB In te rp re ta tio n  No. 14, and SOP 94-6, 
D is c lo s u re  o f  C e r ta in  S ig n i f ic a n t  R is k s  a n d  U n c e r ta in t ie s , address disclosures 
re la ted  to  loss contingencies. T ha t guidance is applicable to assessments covered 
by th is  SOP. A dd itiona lly , i f  amounts have been discounted, the e n tity  should 
disclose in  the financia l statements the undiscounted amounts o f the lia b ility  and 
any related asset fo r prem ium  ta x  offsets or policy surcharges as w e ll as the 
discount rate  used. I f  amounts have not been discounted, the e n tity  should disclose 
in  the financia l statements the amounts o f the lia b ility , any related asset fo r 
prem ium  tax  offsets or policy surcharges, the periods over w hich the assessments 
are expected to be paid, and the  period over w h ich  the  recorded p rem ium  ta x  
offsets or policy surcharges are expected to  be realized.
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Effective Date and Transition
28. T h is  SOP is  effective fo r fin a n c ia l sta tem ents fo r fisca l years begin­
n in g  a fte r December 1 5 , 1998. E a rly  adoption is encouraged. P reviously issued 
annua l fin a n c ia l sta tem ents should no t be resta ted. In it ia l app lica tion  o f th is  
SOP should be as o f the  beg inn ing  o f an e n tity ’s fisca l year (th a t is, i f  the SOP 
is adopted p rio r to  the  effective date and d u rin g  an in te r im  period o the r th an  
the  f ir s t  in te r im  period, a ll p r io r in te r im  periods should be resta ted). E n titie s  
subject to  assessments should repo rt the effect o f in it ia lly  adopting  th is  SOP 
in  a m anner s im ila r to the  cum u la tive  effect o f a change in  accounting p rin c i­
ple. (Refer to  paragraph  20 o f AP B O p in ion  20, A c c o u n t in g  C h an ges).
The p rov is ions  o f th is  S tatem ent o f P os ition  need 
n o t be app lied  to  im m a te ria l item s.
Basis fo r Conclusions
29. T h is section discusses considerations th a t were deemed s ig n ifica n t by 
m embers o f the  AcSEC in  reaching the  conclusions in  th is  SOP. I t  provides 
background in fo rm a tio n  and includes reasons fo r accepting ce rta in  view s and 
re jecting  others.
30. The a u th o rita tive  fin a n c ia l rep o rting  lite ra tu re  does no t address ex­
p lic it ly  accounting fo r gua ran ty -fund  and o ther insurance-re la ted  assessments 
and re la ted  p rem ium  ta x  offsets and po licy surcharges o f en titie s  subject to 
assessments. AcSEC considered the fo llo w in g  p e rtin e n t lite ra tu re  in  reaching 
the  conclusions in  th is  SOP:
•  FASB S tatem ent No. 5, A c c o u n t in g  f o r  C o n tin g e n c ie s
•  FASB S tatem ent No. 60, A c c o u n t in g  a n d  R e p o r t in g  by  In s u ra n c e  
E n te rp r is e s
•  FASB S tatem ent No. 87, E m p lo y e rs ’ A c c o u n t in g  f o r  P e n s io n s
•  FASB In te rp re ta tio n  No. 14, R e a s o n a b le  E s t im a t io n  o f  th e  A m o u n t  o f  
a  Lo ss
•  FASB In te rp re ta tio n  No. 39, O ffs e t t in g  o f  A m o u n ts  R e la te d  to  C e r ta in  
C o n tra c ts
•  A IC P A  SOP 94-6, D is c lo s u re  o f  C e r ta in  S ig n i f ic a n t  R is k s  a n d  U n c e r­
ta in t ie s
•  A IC P A  SOP 96-1, E n v iro n m e n ta l R e m e d ia t io n  L ia b i l i t ie s
•  E m erg ing  Issues Task Force (E IT F ) Issue No. 87-22, P re p a y m e n ts  to  
th e  S e c o n d a ry  R eserve  o f  th e  F S L IC
•  E IT F  Issue No. 91-10, A c c o u n t in g  f o r  S p e c ia l A ssessm e n ts  a n d  T a x  
In c re m e n t F in a n c in g  E n t it ie s
•  E IT F  Issue No. 92-13, A c c o u n t in g  fo r  E s t im a te d  P a y m e n ts  in  C o nn ec­
t io n  w i th  th e  C o a l In d u s t r y  R e tire e  H e a lth  B e n e f it  A c t  o f  19 92
•  E IT F  Issue No. 93-5, A c c o u n t in g  f o r  E n v iro n m e n ta l L ia b i l i t ie s
•  E IT F  Issue No. 93-6, A c c o u n t in g  f o r  M u lt ip le -Y e a r  R e tro s p e c tiv e ly  
R a te d  C o n tra c ts  by C e d in g  a n d  A s s u m in g  E n te rp r is e s
•  E IT F  Topic D-47, A c c o u n t in g  f o r  th e  R e fu n d  o f  B a n k  In s u ra n c e  F u n d s  
a n d  S a v in g s  A s s o c ia t io n  In s u ra n c e  F u n d  P re m iu m s
•  FASB Concepts S ta tem ent No. 6, E le m e n ts  o f  F in a n c ia l S ta te m e n ts
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•  Securities and Exchange Com m ission (SEC) S ta ff A ccounting  B u lle tin  
(SAB) No. 62, D is c o u n t in g  b y  P ro p e r ty  /  C a s u a lty  In s u ra n c e  C o m p a ­
n ies
•  SEC SAB No. 92, A c c o u n tin g  a n d  D is c lo s u re s  R e la t in g  to  L o ss  C o n t in ­
g e nc ies
Reporting Liabilities
31. FASB S tatem ent No. 5, paragraph 8, requires the accrual o f a lia b il ity  
when “a. In fo rm a tio n  ava ilab le  p rio r to  issuance o f the  fin a n c ia l statem ents 
ind icates th a t i t  is probable t h a t . . .  a l ia b ility  has been incu rre d  a t the date o f 
the  fin a n c ia l sta tem ents” and “b. The am ount o f loss can be reasonably e s ti­
m ated.”  W ith  respect to assessments, FASB S tatem ent No. 5, paragraph 33, 
states, in  pa rt:
The following factors, among others, must be considered in determining 
whether accrual and/or disclosure is required w ith  respect to pending or 
threatened litigation and actual or possible claims and assessments:
a. The period in  which the underlying cause (i.e., the cause for action) of 
the pending or threatened litigation or of the actual or possible claim or 
assessment occurred.
FASB S tatem ent No. 5, paragraph 34, states, in  p a rt:
As a condition for accrual of a loss contingency, paragraph 8(a) requires that 
information available prior to the issuance of financial statements indicate that 
i t  is probable that an asset had been impaired or a liab ility  had been incurred 
at the date of the financial statements. Accordingly, accrual would clearly be 
inappropriate for . . . assessments whose underlying cause is an event or 
condition occurring after the date of financial statements . . . .
32. Therefore, fo r a lia b il ity  to  be recognized in  the fin a n c ia l statem ents, 
the und e rly in g  cause m ust have occurred on or before the  date o f the  fin a n c ia l 
statem ents. The SOP ide n tifie s  the ob liga ting  event fo r each k in d  o f assess­
m ent, w h ich  is the  u nd e rly in g  cause.
33. In  reaching the  conclusions in  th is  SOP concerning when to recognize 
lia b ilit ie s  fo r assessments, AcSEC considered the  d e fin itio n  o f lia b ilit ie s  in  
paragraph 35 o f FASB Concepts S ta tem ent No. 6 and the  concept o f p resent 
ob liga tion :
Liabilities are probable future sacrifices of economic benefits arising from 
present obligations of a particular entity to transfer assets or provide services 
to other entities in  the future as a result of past transactions or events. [Footnote 
references om itted. ]
34. To a pp ly  the d e fin itio n  o f lia b ilit ie s  in  paragraph 35 o f FASB Concepts 
S ta tem ent No. 6 to assessments, AcSEC considered the  u nd e rly in g  cause th a t 
creates a present ob liga tion  fo r en titie s  subject to  assessments to  pay assess­
m ents. In  o rder to  have a present ob liga tion , the  e n tity  m ust have l i t t le  o r no 
d iscre tion  to  avoid the fu tu re  sacrifice, and the  event th a t obligates the  e n tity  
m us t have occurred no la te r th a n  the date o f the  fin a n c ia l statem ents.
35. AcSEC concluded th a t the  fundam enta l d ifferences in  the assessment 
m echanisms ju s tif ie d  id e n tify in g  d iffe re n t events, depending on the  k in d  o f 
assessment, th a t w ould  obligate an e n tity  and requ ire  recogn ition  o f a lia b ility .
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O bligating Event
36. M ore th a n  one event m ay need to  occur before there  is a cause fo r an 
assessment. AcSEC believes th a t on ly  when a ll o f the  events requ ired  to give 
rise  to  a cause fo r action  have occurred has the  event u nd e rly in g  a lia b il ity  
occurred. AcSEC concluded th a t the  insolvency is the  in it ia l event th a t w il l  give 
rise to  a cause fo r an assessment, e ith e r c u rre n tly  or a t some p o in t in  the 
fu tu re . The insolvency m ay o r m ay no t also be the f in a l event.
37. I f ,  th ro ug h  the opera tion  o f law  o r regu la to ry  practice, the  enterprise  
has a t the  tim e  o f an insolvency an unavoidable ob liga tion  (subject on ly  to  the 
actua l im pos ition  o f the  assessment) to  pay fo r some po rtion  o f the insolvency, 
no fu rth e r  events are requ ired  fo r there  to  be an u nd e rly in g  cause o f a l ia b ility . 
However, i f  a t the  m om ent o f the  insolvency the  ente rp rise  does not, th rough  
the opera tion  o f la w  o r regu la to ry  practice, have an unavoidable ob liga tion  
(subject on ly  to the  actua l im pos ition  o f the  assessment), then  another event is 
the f in a l event u nd e rly in g  the  obliga tion .
Assessments Based on Premiums
38. F or assessments based on p rem ium s w ritte n  a fte r the insolvency, 
AcSEC concluded th a t the  w r it in g  o f p rem ium s on w h ich  a p o te n tia l assess­
m ent is based genera lly  should be considered the  u nd e rly in g  cause o f an 
e n tity ’s ob liga tion  to  pay cash in  the  fu tu re .8
39. In  m ak ing  its  decision, AcSEC noted th a t e n titie s  genera lly  have the 
option  o f reducing  o r e lim in a tin g  th e ir  p re m iu m -w ritin g  a c tiv ity , thereby 
reducing  or e lim in a tin g  th e ir  assessment. AcSEC was also in fluenced by the 
fact th a t en titie s  subject to  assessments th a t ente r a new state o r increase 
m arke t share in  a sta te  w ill  be requ ired  to  pay assessments fo r insolvencies 
th a t occurred before they entered th a t sta te  o r increased th e ir  m a rke t share. 
The fact th a t such e n titie s  w ill have to  pay assessments fo r insolvencies th a t 
occurred p reviously supports the  conclusion th a t the  w r it in g  o f p rem ium s is 
the  u nd e rly in g  cause o f the  assessments.
40. AcSEC believes th a t a num ber o f analogies support the  conclusions in  
th is  SOP. F or exam ple, in  E IT F  Issue No. 93-6, a ceding enterprise  w ould 
recognize a lia b il ity  fo r ob liga to ry  re trospective ly  ra ted  contracts on ly  to  the 
exten t th a t i t  has an ob liga tion  to  pay cash (or o the r consideration) to a 
re in su re r th a t w ou ld  no t have been requ ired  in  the  absence o f experience under 
the contract. F urtherm ore , E IT F  Issue No. 93-6 specifica lly  p ro h ib its  ceding 
companies from  recognizing lia b ilit ie s  fo r am ounts expected to  be pa id  in  the 
fu tu re  th a t re la te  to  p rio r catastrophe losses (fo r exam ple, th rough  increased 
costs o f re insurance) when no contractua l ob liga tion  to  m ake such paym ents 
exists. AcSEC believes th a t en titie s  subject to  assessments have no ob liga tion  
to pay assessments unless the  p rem ium s on w h ich  the  assessments are to  be 
based are w ritte n .
41. In  E IT F  Issue No. 92-13, the  E IT F  reached a consensus th a t a llowed 
enterprises w ith  operations in  the  coal in d u s try  to  account fo r th e ir  ob ligations
8 As discussed in paragraph 13, some states, through law or regulatory practice, provide that an 
insurance enterprise cannot avoid paying a particular assessment even if  the insurance enterprise 
reduces premium writings in the future. For example, in certain states, an insurance enterprise may 
remain liable for assessments even though the insurance enterprise discontinues the writing of 
premiums. In this case, the underlying cause of the liability is not the writing of the premium, but the 
insolvency.
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under the Coal In d u s try  R etiree H ea lth  B ene fit A c t o f 1992 (w h ich  created a 
fund  to  pay benefits re la ted  to  ce rta in  coa l-industry  bene fit tru s ts  th a t were 
opera ting  a t de fic its) as m u ltiem p lo ye r pension p lans. G uaran ty  funds are 
s im ila r to  m u ltiem p lo ye r pension p lans in  th a t each insurance ente rp rise ’s 
paym ents to  the  fund  are used to  sa tis fy  the general ob ligations o f the  fund  and 
are no t segregated fo r the benefit o f any one enterprise.
42. AcSEC also believes th a t accounting fo r claim s-m ade insurance pro­
vides an appropria te  analogy. In  claim s-m ade insurance, the insured  event is 
the  rep o rting , d u rin g  the te rm  o f the  policy o r w ith in  a specified period 
fo llow ing  the  coverage period, to  the in su re r o f a c la im  fo r a covered loss. F or 
such policies, e n titie s  subject to  assessments estim ate a lia b il ity  fo r unpa id  
cla im s based on ly on cla im s reported, despite the  fa c t th a t o ther losses m ay 
have been incu rred  th a t even tua lly  m ay re su lt in  cla im s to  th a t insurance 
enterprise . The agreem ent between the  in su re r and the  insured  is th a t the  
insurance enterprise  is no t obligated to  cover those unreported  losses, unless 
th a t insurance ente rp rise  is p ro v id ing  coverage under a claim s-m ade policy 
when the  c la im  is  made. S im ila rly , the  substance o f the  a rrangem ent fo r m ost 
prem ium -based assessment m echanisms is th a t an insurance enterprise  is 
obligated to  pay assessments on ly i f  the prem ium s on w h ich  the assessments 
are to  be based are w ritte n .
Assessments Based on Losses
43. F or loss-based assessments, AcSEC concluded th a t the event under­
ly in g  an insurance en te rp rise ’s ob liga tion  to  pay the assessment is the  in c u r­
rence o f losses on w h ich  the assessments are expected to  be based (regardless 
o f w he ther the assessment is based on paid  o r incu rred  losses). AcSEC believes 
th a t en titie s  subject to assessments have l i t t le  or no d iscre tion  to avoid the 
fu tu re  sacrifice once the  losses on w h ich  the assessments are expected to  be 
based have been incu rred . U n lik e  prem ium -based assessments, in  w h ich  the  
insurance enterprise  has the d iscretion  to w rite  o r no t to  w rite  prem ium s (even 
i f  i t  is  u n lik e ly  th a t the insurance enterprise  w ill  no t w rite  such fu tu re  
prem ium s), an insurance ente rp rise  is obligated to  pay the loss-based assess­
m ents once those losses are incurred .
44. AcSEC considered w he ther i t  is  appropria te  to  recognize a lia b il ity  fo r 
assessments fo r a dm in is tra tive -type  sta te  funds as the  losses on w h ich  the 
assessments are based are incu rred  by en tities . Some have ind ica ted  th a t i t  is 
no t a ppropria te  to  accrue a lia b il ity  fo r opera ting  costs o f a sta te  fund  th a t have 
no t ye t been incu rre d  by the  sta te  fund. AcSEC concluded th a t loss-based 
assessments fo r adm in is tra tive -type  funds should be accrued as losses o f an 
e n tity  occur i f  i t  is  probable th a t a re la ted  assessment w ill  be made. AcSEC 
believes th is  is s im ila r to  the accounting in  FASB S tatem ent No. 60, whereby 
lia b ilit ie s  fo r c la im  ad justm ent expenses th a t re la te  to  unpa id  cla im s are 
accrued before the  costs are incu rred . Once the  losses are incu rred , insurance 
enterprises have l i t t le  or no d iscre tion  to  avoid paying  the  assessment.
Probability o f Assessment
45. A lth ou g h  e n titie s  subject to  assessments m ay be able to  determ ine 
th a t fu tu re  assessments are probable fo r some period before a fo rm a l de te rm i­
n a tion  o f insolvency occurs, AcSEC concluded th a t assessments should not be 
considered probable u n t il a fo rm a l d e te rm ina tion  o f insolvency occurs, unless 
the  assessments are being made by a prefunded g ua ra n ty  fund. AcSEC be­
lieves th a t the  fo rm a l de te rm ina tion  date is the m ost objective ly determ inable
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m easurem ent date and th a t re q u irin g  its  use w ill foste r co m parab ility  in  
reporting . F u rtherm ore , AcSEC believes mere speculation about an insurance 
en te rp rise ’s insolvency should n o t be considered an accounting event.
Present Value
46. AcSEC believes th a t recognizing assessment lia b ilit ie s  a t th e ir  p re­
sent va lue provides the  m ost representa tive  measure o f the  economic substance 
o f the s ituation. Nevertheless, AcSEC declined to mandate present-value-based 
m easurem ents w h ile  the  FASB is s t i l l  considering the  ro le  o f present-value- 
based m easurem ents in  fin a n c ia l reporting . F or the  same reason, th is  SOP 
provides no de ta iled  guidance on present-value m ethodologies and d iscount 
rates.
Premium Tax Offsets, Policy Surcharges, and Future 
Rate Making
47. AcSEC believes th a t, when i t  is probable th a t pa id  o r accrued assess­
m ents w ill re s u lt in  p rem ium  ta x  offsets or po licy surcharges, the recogn ition  
o f an asset is  appropria te  based on cu rre n t law s and pro jections o f fu tu re  
p rem ium  collections from  in-force policies. No asset should be recognized 
re la ted  to  expected new business o r renew al o f in-force sho rt-du ra tion  con­
tracts . In  m ak ing  th is  de te rm ina tion , AcSEC considered the  characteris tics o f 
an asset in  paragraph 26 o f FASB Concepts S tatem ent No. 6, w h ich  states, in  
pa rt:
An asset has three essential characteristics: (a) i t  embodies a probable future 
benefit that involves a capacity, singly or in  combination w ith  other assets, to 
contribute directly or indirectly to future net cash inflows, (6) a particular entity 
can obtain the benefit and control others’ access to it, and (c) the transaction 
or other event giving rise to the entity’s right to or control of the benefit has 
already occurred.
48. P rem ium  ta x  offsets, po licy surcharges, and the  inco rpo ra tion  o f 
assessment costs in  fu tu re  p rem ium  ra te  structu res have a s im ila r purpose, 
th a t is, to  a llow  e n titie s  subject to  assessments to  recoup some p o rtion  o f 
assessment costs. N evertheless, AcSEC concluded th a t the  a b ility  to  include 
assessments in  fu tu re  p rem ium  ra te  structu res should be trea ted  d iffe re n tly  
from  p rem ium  ta x  offsets and po licy surcharges. P rem ium  ta x  offsets and 
po licy surcharges are s ta tu to r ily  provided and genera lly  are no t dependent on 
the a b ility  o r in te n t o f an insurance ente rp rise  to  take  any action. In  contrast, 
there  can be no assurance th a t the  fu tu re  com petitive  o r regu la to ry  env iron ­
m ent w ill  a llow  an insurance ente rp rise  to  include assessments in  fu tu re  
p rem ium  ra te  s truc tu res  in  such a m anner as to  re s u lt in  a recovery o f costs. 
Thus, AcSEC concluded th a t the  s ta tu to ry  a b ility  to  include assessment costs 
in  fu tu re  p rem ium  s truc tu res  should no t re su lt in  asset recogn ition  and should 
no t be used to  reduce cu rre n t assessment costs.
49. To the  exten t th a t pa id  o r accrued gua ran ty-fund  costs are expected 
to  re s u lt in  p rem ium  ta x  offsets o r po licy surcharges, AcSEC believes th a t i t  is 
appropria te  to  consider the  recogn ition  o f such recoveries as assets. AcSEC 
believes th a t the  am ount o f the  asset should be lim ite d  to  expected fu tu re  
p rem ium s re la ted  to  policies in  force a t the  m easurem ent date. AcSEC consid­
ered w he ther i t  is appropria te  to  consider a ll expected fu tu re  prem ium s in  
estab lish ing  such recoveries and concluded th a t th is  approach w ould  in troduce
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an inconsistency w ith  AcSEC’s decision not to recognize a lia b ility  fo r guaranty- 
fund  and s im ila r assessments th a t are based on fu tu re  prem ium s. Therefore, 
AcSEC determ ined th a t considering a ll expected fu tu re  p rem ium s in  eva lua t­
in g  the  recove rab ility  o f p rem ium  ta x  offsets o r po licy surcharges is not 
appropria te .
50. AcSEC also considered w he ther there  was an ina pp rop ria te  inconsis­
tency between re q u ir in g  the  use o f persistency assum ptions in  asset recognition 
and not fo r lia b ility  recognition in  prospective-premium-based assessments (fo r 
exam ple, fo r m u ltip le -ye a r contracts). AcSEC concluded th a t th is  tre a tm e n t 
was appropria te  due to  the  lim ite d  num ber o f instances in  w h ich  persistency 
assum ptions w ou ld  be applicable fo r lia b il ity  m easurem ent.
Prefunded-Premium-Based Assessments
51. F or prefunded-prem ium -based assessments, as long as such funds do 
no t provide, e ith e r by s ta tu te  or practice, fo r a re tu rn  o f excess assessments, 
no asset should be recorded.
Transition
52. AcSEC decided to  p ro h ib it the  re troactive  app lica tion  o f th is  SOP. 
AcSEC recognizes the  benefits o f com parative fin a n c ia l statem ents b u t be­
lieves th a t the necessary in fo rm a tio n  fo r e n titie s  subject to  assessments to  
create fo r p r io r periods the necessary estim ates o f lia b ilit ie s  fo r fu tu re  assess­
m ents and o f the  tim in g  and am ounts o f cash flows w ou ld  n o t be re a d ily  
available.
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APPENDIX A
Illustration o f Computation of Assessment Liabilities 
Example 1— Prospective-Premium-Based Assessment1 
Scenario
As a re su lt o f insolvencies in  p rio r years, ABC  P roperty  &  L ia b ility  Insurance 
Com pany (ABC) expects to  be assessed in  the  fu tu re  by the  g ua ran ty  fund  in  a 
sta te  where i t  w rite s  prem ium s. A n y  such assessments w ill  be lim ite d  to  2 
percent o f p rem ium  w ritin g s  in  the p rio r year and are recoverable th rough  
p rem ium  ta x  offsets on a ra tab le  basis over the  five -year period fo llo w in g  the 
year o f each assessment.
A lthough  i t  does no t expect to  do so, ABC  is  free to  cease w r it in g  the  lines o f 
business th a t are subject to  the  gua ran ty -fund  assessments.
As o f December 31, 19X0, AB C  has n e ith e r pa id  no r received a notice o f an 
assessment re la ted  to  the  insolvencies. Based on com m unications from  the 
sta te  g ua ra n ty  association, ABC  expects to  receive an assessment in  19X1, 
w h ich  is a llocated among e n titie s  based on 19X0 m a rke t share, fo r a t least 1 
percent o f 19X0 p rem ium s th a t are subject to the assessment. A  best estim ate 
cannot be determ ined, and no am ount w ith in  the  range o f estim ates (m eaning, 
from  1 to  2 percent o f 19X0 p rem ium s) is  a be tte r estim ate  th a n  any o ther 
am ount, therefore the  m in im u m  am ount in  the  range should be accrued.
Result
As o f December 31, 19X0, ABC  should recognize a l ia b il ity  equal to  1 percent 
o f the p rem ium s w ritte n  in  19X0 th a t are subject to  the  assessment. No 
add itio na l l ia b il ity  should be recognized, and no asset re la ted  to  the  p rem ium  
ta x  offset should be recognized. D isclosure o f the  loss contingency o f up to  an 
a d d itio n a l 1 percent o f the  subject prem ium s should be considered.
Discussion
AB C  w ou ld  recognize a lia b il ity  o n ly  fo r those fu tu re  assessments i t  is  obligated 
to  pay as a re su lt o f the  p rem ium s w ritte n . Because AB C  is  no t obligated to 
w rite  any fu tu re  prem ium s, its  l ia b ility  is  lim ite d  to  th a t re la ted  to p rem ium s 
w ritte n  in  19X0. Because no am ount w ith in  the  range o f estim ates is a b e tte r 
estim ate  th a n  any o the r am ount, the m in im u m  am ount in  the  range is accrued. 
F u rth e r, because the  p rem ium  ta x  offset is  rea lizab le  on ly on business th a t w ill 
be w ritte n  in  the  fu tu re  ( th a t is, 19X2 and subsequent years), no asset o r 
receivable is recognized as o f December 31, 19X0.
Example 2— Retrospective-Premium-Based Assessment 
Scenario
As a re su lt o f an insolvency th a t occurred d u rin g  19X0, D E F  L ife  and H ea lth  
Insurance Com pany (D E F) expects to  be assessed in  the fu tu re  by the  gua ran ty
1 This kind of assessment is considered prospective since the assessment relates to premium 
written subsequent to the insolvency.
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fu nd  in  a sta te  where i t  has w ritte n  business. A n y  such assessment w ill be 
based on D E F ’s average m a rke t share, determ ined based on p rem ium s th a t are 
subject to  the  assessment fo r the th ree  years p rio r to  the  insolvency, and lim ite d  
to  2 percent o f the average annua l subject prem ium s fo r the  th ree  years p rio r 
to  the insolvency. F u rth e r, such assessments are recoverable th rough  prem ium  
ta x  offsets over the  five -year period fo llo w in g  the  year o f paym ent fo r each 
assessment.
As o f December 3 1 , 19X0, D EF has not paid or received a notice o f an assessment 
re la ted  to  the  insolvency. Based on in it ia l in p u t from  the  N a tio n a l O rgan iza tion  
o f L ife  and H e a lth  Insurance G uaran ty  Associations (N O LH G A ) and experi­
ence w ith  o ther insolvencies, D E F  assumes th a t the  f ir s t  assessment w ill  no t 
be made u n t il 19X3 and th a t i t  w ill take  th ree  to  five  annua l assessments in  
o rder fo r the  gua ran ty  fund  to  be able to  m eet its  obligations. Based on the 
estim ated na tionw ide  cost o f the  insolvency and the d is tr ib u tio n  o f the  inso lven t 
company’s business, D E F  estim ates th a t its  assessment w ill be a t least 1 
percent o f the  average annua l p rem ium s th a t are subject to  the  assessment. 
No am ount w ith in  the  range o f estim ates (m eaning, from  1 to  2 percent o f the  
average annua l prem ium s fo r th ree  to  five  years) is  a be tte r estim ate th a n  any 
o the r am ount, therefore  the  m in im u m  am ount in  the range should be accrued.
Result
As o f December 31, 19X0, D E F should recognize a l ia b il ity  fo r th ree  years o f 
assessments a t 1 percent o f the average annua l p rem ium s th a t are subject to  
the assessment (th a t is, the  assessments expected in  19X3, 19X4, and 19X5). 
D isclosure o f the loss contingency fo r a dd itio na l assessments (m eaning, in  19X6 
and 19X7) o r assessment o f g rea te r th a n  1 percent o f the  average annua l 
p rem ium s th a t are subject to  the assessment should be considered. A n  asset 
re la ted  to p rem ium  ta x  offsets th a t are ava ilab le  on accrued assessments w ou ld  
be recorded provided there  were su ffic ien t p rem ium  taxes based on business in  
force a t December 31, 19X0 (w ith  assumed levels o f po licy re ten tion ) to  a llow  
rea liza tion  o f the  asset.
The re su ltin g  recognized lia b il ity  and asset are as fo llow s (shown on both  a 
discounted and undiscounted basis, based on paragraphs 21 and 25, d iscount­
ing  is optiona l), assum ing average annua l subject prem ium s o f $100,000 fo r the 
th ree  years p rio r to  the  insolvency.
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Discussion
D EF w ou ld  record a l ia b il ity  fo r a ll fu tu re  assessments re la ted  to  the  inso l­
vency. Because no am ount w ith in  the  range o f estim ates (m eaning, from  1 to  2 
percent o f the  average annua l prem ium s fo r th ree  to  five  years) is a b e tte r 
estim ate th a n  any o the r am ount, the  m in im u m  am ount in  the range (m eaning, 
1 percent per year fo r th ree  years o f assessments) is  accrued.
Since i t  is  assumed th a t based upon the  an tic ipa ted  levels o f po licy re te n tio n  
from  the  business in  force a t December 31, 19X0, there  w ill  be su ffic ien t 
p rem ium  to  rea lize  the p rem ium  ta x  offset, the p rem ium  ta x  offset is recorded.
Example 3— Loss-Based Assessment 
Scenario
G H I In d u s tr ia l Com pany (G H I) is  se lf-insured fo r w orkers ’ compensation and 
therefore partic ipa tes in  the  second in ju ry  fund  in  the  state where i t  conducts 
operations. G H I is e n title d  to  recover from  the  fu nd  fo r some o r a ll o f the  
in d e m n ity  cla im s fo r p rev iously in ju re d  w orkers. G H I is also subject to  annua l 
assessments (m axim um  o f 1 percent per year) on in d e m n ity  cla im s pa id  each 
year.
Assessm ent rates have been c lim b ing  stead ily, from  0.6 percent five  years ago 
to  0.75 percent in  19X0.
Results
As o f December 31, 19X0, G H I should have an assessment l ia b il ity  recognized 
fo r 0.75 percent o f its  lia b il ity  fo r the paym ent o f fu tu re  in d e m n ity  claim s, 
unless there  was in fo rm a tion  to  support the assessment ra te  being reduced or 
the assessments being e lim ina ted  in  the fu tu re . D isclosure o f the loss con tin ­
gency o f up to  an add itio na l 0.25 percent o f the lia b il ity  fo r the  paym ent o f 
fu tu re  in d e m n ity  cla im s should be considered.
Discussion
G H I w ou ld  recognize a lia b il ity  based on the cu rre n t assessment ra te , unless 
there  was clear evidence th a t the  ra te  w ould  change. The lia b il ity  w ou ld  be 
based on the  e n tire  lia b il ity  base th a t was subject to  the assessment.
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APPENDIX B
Discussion o f Comments Received on the Exposure Draft
A n exposure d ra ft o f a proposed s ta tem ent o f position  (SOP), A c c o u n t in g  by  
In s u ra n c e  a n d  O th e r  E n te rp r is e s  f o r  G u a ra n ty -F u n d  a n d  C e r ta in  O th e r  I n s u r ­
a n c e -R e la te d  A ssessm e n ts , was issued fo r pub lic  com m ent on December 5 ,  1996, 
and d is trib u te d  to  a va rie ty  o f in terested  parties  to  encourage comm ent by those 
who w ou ld  be affected by the  proposal. T w en ty-fou r comm ent le tte rs  were 
received in  response on the exposure d ra ft. The m ost s ign ifican t and pervasive 
comments received were in  the fo llow ing  fo u r areas:
1. R eporting  assets and policy surcharges
2. E s tim a tion  o f the assessment lia b ility
3. A ccounting  fo r prospective-prem ium -based assessments
4. Scope
Reporting Assets and Policy Surcharges
The guidance in  the  exposure d ra ft on rep o rting  assets and policy surcharges 
caused some confusion. Several respondents requested c la rifica tio n  about the 
k in d  o f e n tity  th a t w ou ld  recognize assets fo r p rem ium  ta x  offsets and policy 
surcharges. AcSEC c la rified  the  guidance to exp la in  how  an asset should be 
accounted fo r w hen i t  is  probable th a t a pa id  o r accrued assessment w ill resu lt 
in  an am ount th a t is expected to  be recoverable.
Estimation of the Assessment Liability
Several respondents commented th a t they do no t believe a lia b il ity  can be 
reasonably estim ated by an e n tity  fo r gua ran ty-fund  assessments because the 
e n tity  w ill no t have the  necessary in fo rm a tion  to estim ate  the am ount o f loss. 
These respondents commented th a t a de te rm ina tion  o f estim ates is p a rticu ­
la r ly  d iff ic u lt fo r gua ran ty -fund  assessments because o f unce rta in ties  about the 
cost o f the insolvency to the gua ran ty  fund  and the po rtion  th a t w ill be recovered 
th rough  assessment because o f such factors as a lte rn a tive  strateg ies fo r the  
liq u id a tio n  o f assets o f the  inso lven t company th a t affect the tim in g  and leve l 
o f assessments and ce rta in  lia b ilit ie s  o f the  inso lven t in su re r m ay be p a rticu ­
la r ly  d iff ic u lt to estim ate (fo r example, asbestos or environm enta l lia b ilitie s ). 
AcSEC believes th a t, a lthough  i t  m ay be d if f ic u lt to ca lculate a p o in t estim ate 
in  ce rta in  circum stances (see paragraph 19), in  the m a jo rity  o f cases, enough 
in fo rm a tion  is ava ilab le  to  ca lculate a range o f estim ates. F u rth e r, in  the  case 
o f prospective-prem ium -based assessments, the  lia b ility  to  be recorded is 
re la ted  on ly to prem ium s w ritte n  or obligated to  be w ritte n , ra th e r th a n  to  a ll 
expected fu tu re  prem ium s.
Accounting for Prospective-Premium-Based Assessments
The exposure d ra ft contained an a lte rna tive  v iew  on accounting fo r prospec­
tive-prem ium -based assessments, w h ich  discussed th a t a m in o rity  o f AcSEC 
believed th a t the insolvency should be considered the u nd e rly in g  cause o f an 
e n tity ’s ob liga tion  to pay fu tu re  assessments, irre spe c tive  o f th e  basis used to
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determ ine the  am ount due from  each insurance ente rp rise  subject to the 
assessment. The m a jo rity  o f respondents d id  no t support th is  m in o r ity  view . 
AcSEC continues to believe th a t the  w r it in g  o f the  p rem ium  on w h ich  po ten tia l 
assessments are expected to  be based is the  und e rly in g  cause o f an e n tity ’s 
ob liga tion  to pay cash in  the  fu tu re .
Scope
Because en titie s  o the r th a n  insurance enterprises are assessed insurance- 
re la ted  assessments, the  scope o f the  exposure d ra ft included a ll rep o rting  
en titie s . A lthough  some noninsurance en titie s  requested to  be excluded from  
the  scope, m ost o f the  respondents believe th a t bo th  insurance enterprises and 
noninsurance enterprises w ou ld  have su ffic ien t in fo rm a tio n  to  recognize a 
lia b il ity  fo r the assessments covered in  the  SOP.
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Glossary
Incu rred  losses. Losses pa id  o r unpa id  fo r w hich  the  company has become 
liab le  d u rin g  a period.
In-force policies. Policies effective before a specified date th a t have not ye t 
expired or been canceled.
In vo lun ta ry  pools. A  res idua l m a rke t m echanism  fo r insureds who cannot 
ob ta in  insurance in  the  vo lu n ta ry  m arke t.
L ife , annuity, and health insurance enterprise. A n  ente rp rise  th a t m ay is ­
sue ann u ity , endowm ent, and accident and h ea lth  insurance contracts as 
w e ll as life  insurance contracts. L ife  and hea lth  insurance enterprises m ay 
be e ith e r stock or m u tu a l organizations.
Obligated to w rite . I f  an e n tity  has no d iscretion  to  cancel a po licy because 
o f lega l ob liga tion  under sta te  s ta tu te  o r contract term s, o r regu la to ry  
practice and is requ ired  to o ffe r or issue insurance policies fo r a period  in  
the fu tu re .
Prem ium  tax offsets. Offsets aga inst p rem ium  taxes levied on insurance com­
panies by states.
Premiums w ritte n . The p rem ium s on a ll policies a company has issued in  a 
period.
Property and casualty insurance enterprise. A n ente rp rise  th a t issues in ­
surance contracts p rov id ing  pro tection  aga inst e ith e r (1) damage to o r loss 
o f p rope rty  caused by va rious perils , such as fire  and th e ft or (2) legal 
lia b il ity  re s u ltin g  from  in ju rie s  to o the r persons o r damage to  th e ir  prop­
e rty . P roperty  and lia b il ity  insurance enterprises m ay be e ith e r stock or 
m u tu a l organizations.
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Appendix S
Statement o f 98-6
Position
Reporting on Management’s 
Assessment Pursuant to the 
L ife  Insurance E thical 
M arke t Conduct Program  
o f the Insurance M arketplace 
Standards Association
A p r il 9 ,  1998
Issued Under the Authority of the Auditing Standards Board 
American Institute of Certified Public Accountants
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NOTE
T his S tatem ent o f P osition  presents the recom m endations o f the 
A IC P A  Insurance Companies C om m ittee regard ing  the app lica tion  
o f S tatem ents on S tandards fo r A tte s ta tio n  Engagem ents to  engage­
m ents to  re p o rt on m anagem ent’s assessment p u rsuan t to  the L ife  
Insurance E th ica l M a rke t Conduct P rogram  o f the  Insurance M a r­
ketplace S tandards Association. M em bers o f the  A IC P A  A u d itin g  
S tandards B oard have found the  recom m endations in  th is  S tatem ent 
o f Position  to be consistent w ith  e x is ting  standards covered by Rule 
202 o f the  A IC P A  Code o f Professional Conduct. A IC P A  members 
should be prepared to  ju s t ify  departures from  the  recom m endations 
in  th is  S tatem ent o f Position.
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SUMMARY
T h is  S ta tem ent o f P osition  (SOP) provides guidance to  p ra c tition e rs  in  conduct­
in g  and re p o rtin g  on an independent exam ina tion  perform ed pu rsua n t to  the 
A IC P A  S tatem ent on S tandards fo r A tte s ta tio n  Engagem ents to  assist an 
e n tity  in  m eeting  the  requ irem ents o f the  Insurance M arketp lace  Standards 
Association (IM S A ) program  (the IM S A  program ). IM S A  requires th a t such 
engagements use the  c r ite r ia  i t  sets fo rth ; consequently, users o f th is  SOP 
should be fa m ilia r  w ith  the  IM S A  program  and its  A sse ssm e n t H a n d b o o k  and 
requirem ents.
T h is  SOP is effective fo r independent assessments w ith  IM S A  rep o rt dates a fte r 
Ja nu ary  31, 1998.
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Reporting on Management's Assessment 
Pursuant to the Life Insurance Ethical M arket 
Conduct Program o f the Insurance 
M arketplace Standards Association
Introduction and Background
1. W ith in  the past several years, the  life  insurance in d u s try  has experi­
enced a llegations o f im proper m a rke t conduct practices such as questionable 
sales practices and p o te n tia lly  m is lead ing  po licyho lder illu s tra tio n s . These 
a llegations have triggered  regu la to ry  scru tiny , class action litig a tio n , s ig n ifi­
cant m onetary settlem ents, and negative p u b lic ity  re la ted  to  m a rke t conduct 
issues. As a resu lt, the  in d u s try  is ta k in g  steps to  prom ote a h ig he r standard  
o f e th ica l behavior th a t i t  hopes w ill reverse the  negative perceptions he ld  by 
m any customers. In  th a t regard, the  A m erican  C ouncil o f L ife  Insu re rs  (A C LI), 
the  la rgest life  insurance trade  o rgan ization, has established the  Insurance 
M arketp lace  S tandards Association (IM S A ) as a n on a ffilia te d  m em bership 
o rgan iza tion  w ith  its  own board o f d irectors composed o f ch ie f executives o f life  
insurance companies. IM S A  seeks to  encourage and assist p a rtic ip a tin g  life  
insurance en titie s  (he re ina fte r re fe rred  to  as en titie s ) in  the  design and im p le ­
m en ta tion  o f sales and m arke tin g  policies and procedures th a t are in tended  to  
bene fit and p ro tect the  consumer. E n titie s  th a t desire to  jo in  IM S A  w ill be 
requ ired  to  adopt the  IM S A  P rinc ip les o f E th ica l M a rke t Conduct (the P rin c i­
ples) and the  Code o f E th ica l M a rke t Conduct (the Code) and Accom panying 
Com m ents and respond a ffirm a tiv e ly  to  an assessment questionna ire  (the 
Q uestionnaire). Each prospective m em ber also w ill  be requ ired  to  conduct a 
self-assessment to  determ ine th a t i t  has policies and procedures in  place th a t 
w ill enable i t  to  respond a ffirm a tiv e ly  to  the Q uestionnaire. A n  e n tity ’s self- 
assessment responses to the Q uestionna ire  w ill need to  be va lida ted  by an 
independent exam ina tion  o f the  self-assessment. On o b ta in ing  an u nq ua lifie d  
th ird -p a rty  assessment report, en titie s  w ill be e lig ib le  fo r IM S A  m em bership. 
M em bersh ip  in  IM S A  is va lid  fo r a th ree-year period. M em bers are p e rm itted  
to  use IM S A ’s logo subject to  ru les set fo rth  by IM S A  fo r a dve rtis in g  and o ther 
p rom otiona l a c tiv itie s . The assessment process is in tended  to  encourage e n ti­
ties and he lp  them  c o n tin u a lly  rev iew  and m od ify  th e ir  policies and procedures 
in  o rder to  im prove th e ir  m a rke t conduct practices and those o f the  in d u s try  
and to  strengthen  consumer confidence in  the  life  insurance business.
2. C e rtified  pub lic  accountants in  the  practice o f pub lic  accounting (here in  
re fe rred  to  as p rac tition e rs  as defined by S tatem ent on S tandards fo r A tte s ta ­
tio n  Engagem ents [SSAE] No. 1, A tte s ta t io n  S ta n d a rd s  [A IC P A , P ro fe s s io n a l 
S ta n d a rd s ,  vol. 1, A T  sec. 100, “A tte s ta tio n  Engagem ents” ]), m ay be engaged 
to  exam ine and/or provide va rious consu lting  services re la ted  to  the  e n tity ’s 
self-assessment. T h is  S ta tem ent o f Position  (SOP) provides guidance to  prac­
titio n e rs  in  conducting and rep o rting  on an independent exam ina tion  per­
form ed pursuan t to  the  A m erican  In s titu te  o f C e rtified  P ub lic  Accountants 
(A IC P A ) SSAEs to  assist an e n tity  in  m eeting  the requ irem ents o f the  IM S A  
L ife  Insurance E th ica l M a rke t p rogram  (the IM S A  program ). As described 
here in , IM S A  requires th a t such engagements use the c r ite r ia  i t  sets fo rth ; 
consequently, users o f th is  SOP should be fa m ilia r  w ith  the IM S A  program  and 
its  A sse ssm e n t H a n d b o o k  and requirem ents.
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Scope
3. T h is SOP applies to  engagements to  re p o rt on an e n tity ’s assertion th a t 
the  a ffirm a tive  responses to  the  Q uestionna ire  re la tin g  to  the  IM S A  P rinc ip les 
and Code and Accom panying Com m ents are based on policies and procedures 
in  place a t the  IM S A  rep o rt date. R eporting  on assertions made in  connection 
w ith  the IM S A  program  are exam ina tion  engagements th a t should be per­
form ed under SSAE No. 1 (A T  sec. 100).
Overview of the IMSA Life Insurance Ethical Market 
Conduct Program
Principles o f Ethical M arket Conduct
4. The P rinc ip les consist o f s ix sta tem ents th a t set ce rta in  standards w ith  
respect to  the  sale and service o f in d iv id u a lly  sold life  and a n n u ity  products. 
The P rinc ip les th a t the  e n tity  is  requ ired  to  adopt are as fo llow s:
P rinc ip le  1
To conduct business according to  h ig h  standards o f honesty and fa irness 
and to  render th a t service to  its  customers w hich , in  the same c ircum ­
stances, i t  w ou ld  app ly to  o r demand fo r itse lf.
P rinc ip le  2
To provide com petent and customer-focused sales and service.
P rinc ip le  3
To engage in  active and fa ir  com petition.
P rinc ip le  4
To provide a dve rtis ing  and sales m a te ria ls  th a t are c lear as to  purpose and 
honest and fa ir  as to  content.
P rinc ip le  5
To provide fo r fa ir  and expeditious h an d ling  o f custom er com pla ints and 
disputes.
P rinc ip le  6
To m a in ta in  a system  o f supervis ion and rev iew  th a t is  reasonably de­
signed to  achieve compliance w ith  these P rinc ip les o f E th ica l M a rke t 
Conduct.
5. IM S A  developed the Code o f E th ic a l M a rk e t Conduct to  expand the 
P rinc ip les o f E th ica l M a rke t Conduct to  the  opera ting  leve l and to  id e n tify  the 
a ttr ib u te s  o f the  sales, m arke tin g , and compliance systems th a t IM S A  believes 
should support each o f the P rincip les.
6. To fu rth e r  expand on the  P rinc ip les and Code, IM S A  developed Accom­
pany ing  Com m ents, w h ich  fu rth e r  define the  in te n tio n  o f the P rinc ip les and 
Code and, in  some instances, provide examples o f im p lem en ta tion .
IMSA Assessment Questionnaire
7. As noted above, IM S A  developed the Q uestionnaire  to provide prospec­
tive  members w ith  u n ifo rm  c r ite r ia  to  dem onstrate fo r self-assessment p u r­
poses th a t they  have policies and procedures in  place th a t m eet the  objective o f 
the  questions in  the  Q uestionnaire.
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Insurance M arketplace Standards Association Membership and  
Certification Process
8 . P a rtic ip a tio n  in  the  IM S A  program  requires an e n tity  to  adopt the 
P rinc ip les and Code and to  undertake  a tw o-step assessment process. F irs t, an 
e n tity  conducts a self-assessment, us ing  the Q uestionnaire  and A ssessm e n t 
H a n d b o o k , w ith  the  objective o f conclud ing th a t i t  can respond a ffirm a tiv e ly  to 
every question in  the Q uestionna ire  in  con fo rm ity  w ith  the  c r ite r ia  set fo rth  in  
IM S A ’s P rincip les, Code, and Accom panying Com m ents. Second, an inde­
pendent assessor from  a l is t  o f IM SA -approved assessors exam ines the  self- 
assessment m a te ria ls  to  determ ine w he ther the e n tity  has a reasonable basis 
fo r its  a ffirm a tive  responses to  the Q uestionnaire.
9. Once the  assessment process is  complete, the  e n tity  subm its its  IM S A  
M em bersh ip  A pp lica tion  (the app lica tion ) and Self-Assessm ent Report. The 
Self-Assessment R eport states th a t the  e n tity  has adopted the P rinc ip les and 
Code, has conducted a self-assessment o f its  policies and procedures, and has 
determ ined th a t the  answer to  each o f the  questions in  the  Q uestionnaire  is 
“yes” in  con fo rm ity  w ith  the  A sse ssm e n t H a n d b o o k . The e n tity  also subm its an 
unq ua lifie d  exam ina tion  re p o rt from  an IM SA -approved independent assessor.
IMSA Independent Assessor Application Process and  
Required Training
10. IM S A  w ill accept independent assessor reports  on ly from  those asses­
sors th a t have been preapproved by IM S A . To become an independent assessor, 
a candidate is requ ired  to  subm it an IM S A  Independent Assessor A pp lica tion  
th a t requ ires th a t the  candidate m eet specific educational and professional 
requ irem ents established by the  IM S A  board o f d irectors. IM S A  also requ ires 
th a t a ll independent assessors a ttend  IM S A  tra in in g  as ou tlined  by the board 
o f IM S A . Independent assessors m ay be o f va rious occupations o r professional 
d iscip lines, in c lu d in g  ce rtifie d  pub lic  accountants.
IMSA Assessment Handbook
11. IM S A  developed an A sse ssm e n t H a n d b o o k  (the H andbook or the 
IM S A  Handbook) to  assist companies in  the  im p lem en ta tion  o f the  IM S A  
program  and provide guidance to  independent assessors. E n tity  personnel and 
independent assessors should use the  H andbook to  ga in  an unders tand ing  o f 
the assessment process and as a source o f in fo rm a tio n  fo r pe rfo rm ing  an 
assessment. The H andbook is  in tended  fo r companies o f a ll sizes regardless o f 
the means by w h ich  they  d is trib u te  in d iv id u a lly  sold life  and a n n u ity  products. 
IM S A  acknowledges th a t th is  is a new  program  th a t w ill evolve over tim e . 
Therefore, the  Handbook m ay be revised as companies and independent asses­
sors provide IM S A  w ith  suggestions fo r im provem ent. P rac titione rs  should 
ensure th a t they are u tiliz in g  the  m ost cu rre n t version o f the  H andbook in  
p la nn ing  and perfo rm ing  th e ir  w ork.
Conclusions 
Planning the Engagement
12. To sa tis fy  IM S A  program  requirem ents, p ra c tition e rs  need to  perform  
an exam ina tion  engagem ent pu rsua n t to  SSAE No. 1 (A T  sec. 100), w h ich  
states th a t p la nn ing  an a tte s t engagement invo lves developing an overa ll 
stra tegy fo r the  expected conduct and scope o f the  engagement. To develop such
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a strategy, p ra c tition e rs  should have adequate techn ica l tra in in g  and p ro fi­
ciency in  the a tte s t func tion  and have adequate knowledge in  life  insurance 
m arke t conduct and the  IM S A  program  to  enable them  to  su ffic ie n tly  under­
stand the  events, transactions, and practices th a t, in  th e ir  judgm ent, have a 
s ign ifican t effect on the presen ta tion  o f the assertions.
13. The exam ina tion  should be made in  accordance w ith  standards estab­
lished by the A IC P A , in c lu d in g  ob ta in ing  an understand ing  o f the  policies and 
procedures in  place upon w h ich  the a ffirm a tive  responses to  the  Q uestionnaire  
are based. To be acceptable to  IM S A , the  engagement also should be perform ed 
in  accordance w ith  the  c r ite r ia  set fo rth  in  the  IM S A  Handbook. T h is  SOP is 
in tended  to  provide n e ith e r a ll the  requ ired  c r ite r ia  set fo rth  in  the  IM S A  
H andbook nor a ll the  applicable standards established by the  A IC P A .
14. In  accordance w ith  SSAE No. 1 (AT sec. 100.33-.35) and the  H and­
book, a p ra c titio n e r pe rfo rm ing  the exam ina tion  should supervise the engage­
m ent team , w h ich  involves d irec tin g  the  e ffo rts o f the engagement team  in  
accom plishing the objectives o f the engagement and de te rm in ing  w he ther the 
engagement objectives were m et. I f  the p ra c titio n e r is no t an IM SA-approved 
independent assessor, such an assessor should be a m em ber o f the engagement 
team  w ith  resp on s ib ility  fo r, among o the r th ings, ass is ting  the p ra c titio n e r in  
perfo rm ing  these functions.
15. The engagem ent team  should be in fo rm ed o f its  respons ib ilities , 
in c lu d ing  the  objectives o f the  procedures th a t they are to  perfo rm  and m atte rs 
th a t m ay a ffect the  na tu re , extent, and tim in g  o f such procedures. The w ork 
perform ed by each m em ber o f the  engagement team  should be reviewed to 
determ ine i f  i t  was adequately perform ed.
16. IM S A , th rough  its  Handbook, has adopted a m ethodology to foste r a 
u n ifo rm  de te rm ina tion  by en titie s  and th e ir  independent assessor on w he ther 
policies and procedures are in  place. The H andbook requ ires the  fo llow ing  
th ree  aspects be present: approach, deploym ent, and m on ito ring . (See appen­
d ix  B, paragraph B-2, fo r fu rth e r  discussion.)
Establishing an Understanding W ith the Client
17. The p ra c titio n e r should consider the risks  associated w ith  accepting 
an engagement to  exam ine and rep o rt on an e n tity ’s assertion about its  
responses to  the  IM S A  Q uestionnaire. The p ra c titio n e r should estab lish  an 
unders tand ing  w ith  the c lie n t regard ing  the  services to  be perform ed. The 
unders tand ing  should include the  objectives o f the engagement, m anagem ent’s 
responsib ilities, the  p ra c titio n e r’s respons ib ilities , lim ita tio n s  o f the engage­
m ent, p rovis ion  fo r changes in  the  scope o f the engagement, and the  expected 
fo rm  o f the  report. The p ra c titio n e r should docum ent the unders tand ing  in  the 
w ork ing  papers, p re fe rab ly  th rough  a w ritte n  com m unication w ith  the c lien t, 
such as an engagement le tte r. A ppendix C contains a sample engagement 
le tte r  th a t m ay be used fo r th is  type o f engagement.
Assessments o f Attestation Risk
18. The p ra c titio n e r should evaluate the  a tte s ta tio n  r is k  th a t policies and 
procedures m ay not be in  place to  support a ffirm a tive  responses to  the  Ques­
tio nn a ire  and should consider th is  r is k  in  designing the  a tte s t procedures to be 
perform ed. In  exam in ing  w he ther policies and procedures are in  place, the 
p ra c titio n e r de te rm ines w he th e r th e  polic ies and procedures have been 
adopted and are in  opera tion  and w he ther such policies and procedures sa tis fy  
the  s ix  components requ ired  by IM S A  fo r the  e n tity  to  respond a ffirm a tiv e ly  to
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each question, as discussed in  appendix B. W hether an e n tity  has policies and 
procedures in  place does no t encompass w he ther those policies and procedures 
operated e ffective ly  as o f a p a rtic u la r date, or over any period o f tim e , to  ensure 
compliance w ith  the  P rinc ip les, Code, and Accom panying Com m ents o r about 
w he ther the  e n tity  or its  employees have com plied w ith  applicable law s and 
regula tions.
19. Exam ples o f r is k  considerations th a t m ay a ffect the  na tu re , tim in g , 
and exten t o f te s ting  procedures are lis te d  in  appendix A. N o t a ll the  examples 
are re levan t in  a ll circum stances, and some m ay be o f g rea te r or lesser 
significance in  en titie s  o f d iffe re n t size, d is tr ib u tio n  channels, p roduct lines, or 
sales volume. In  determ ining the exam ination procedures to be perform ed, prac­
titio n e rs  should assess the im pact th a t those r is k  considerations, in d iv id u a lly  
and in  com bination, m ay have on a tte s ta tio n  ris k .
20. Before perfo rm ing  a tte s ta tio n  procedures, the p ra c titio n e r should be 
adequately tra in e d  and should ob ta in  an understand ing  o f the  e n tity ’s overa ll 
operations and m arke t conduct practices, as w e ll as its  policies and procedures 
th a t have been id e n tifie d  in  the self-assessment as supporting  its  a ffirm a tive  
responses to the  Q uestionnaire. In  add ition , the  p ra c titio n e r should ob ta in  an 
understand ing  o f the  operation and h is to ry  o f the  e n tity ’s d is tr ib u tio n  systems 
and products sold and o f sales volum e by product and d is tr ib u tio n  system. The 
p ra c titio n e r should also ob ta in  an unders tand ing  o f the  e n tity ’s past m a rke t 
conduct issues and re la ted  corrective measures.
Evidential M atter
21. In  an exam ina tion  engagem ent perform ed under the  a ttes ta tion  
standards, the  p ra c titio n e r’s objective is to accum ulate su ffic ien t evidence to 
l im it  attesta tion  r is k  to a level th a t is, in  the p ractitioner’s professional judgm ent, 
a pp rop ria te ly  low  fo r the h igh  leve l o f assurance th a t m ay be im p arte d  by h is  
o r her report. In  such an engagement, the p ra c titio n e r should select from  a ll 
ava ilab le  procedures any com bination  th a t can l im it  a tte s ta tio n  r is k  to  such an 
a pp ro p ria te ly  low  level. According ly, in  an exam ina tion  engagement i t  is 
necessary fo r a p ra c titio n e r’s procedures to  go beyond read ing  re levan t policies 
and procedures and m ak ing  inq u iries  o f appropria te  members o f m anagem ent 
to  determ ine w hether the  policies and procedures supporting  a ffirm a tive  re ­
sponses to  the  Q uestionnaire  were in  place. E xam ina tion  procedures should 
also include ve rifica tio n  procedures, such as inspecting  documents and records, 
con firm ing  assertions w ith  employees o r agents, and observing ac tiv itie s . See 
appendix B fo r examples o f illu s tra tiv e  procedures.
22. As o u tlined  in  the  Handbook, the e n tity  should provide the p ra c ti­
tioner w ith  adequate in form ation  fo r the p ractitioner to obta in reasonable assur­
ance th a t there  is  a basis fo r an a ffirm a tive  response to  each o f the  questions 
in  the  Q uestionnaire. The A IC P A ’s concept o f reasonable assurance in  the 
context o f an a tte s ta tio n  engagement is set fo rth  in  SSAE No. 2, R e p o r tin g  on  
a n  E n t i t y ’s In te r n a l C o n tro l O v e r F in a n c ia l R e p o r tin g  (A IC P A , P ro fe s s io n a l 
S ta n d a rd s , vol. 1, A T  sec. 400.13), and SSAE No. 3, C o m p lia n c e  A t te s ta t io n  
(AICPA, P ro fe ss io n a l S ta n d a rd s , vol. 1, A T  sec. 500.30). These concepts are consis­
te n t w ith  IM S A ’s concept o f reasonable assurance as defined in  the Handbook.1
1 Reasonable (assurance) is defined in the Handbook as follows: “In the context of the IMSA 
program documents, the term reasonable is used to modify assurance, as an acknowledgment that it 
is virtually impossible to provide absolute and certain assurance that an event will happen (e.g., that 
a policy will address every possible circumstance, or that procedures will be applied without excep­
tion). Reasonable, as a qualifier, suggests that there exists a standard in both design and perform­
ance, and that such a standard, while conforming to the judgment or discernment of a knowledgeable 
person, is neither excessive nor extreme.”
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23. In  an exam ina tion  o f m anagem ent’s assertion about an e n tity ’s a f­
firm a tiv e  responses to  the  Q uestionnaire, the p ra c titio n e r’s eva lua tion  o f 
suffic iency and competency o f e v iden tia l m a tte r should include consideration 
o f (a) the  na tu re  o f m anagem ent’s assertion and the re la ted  ind ica to rs  used to 
support such assertions, (b ) the na tu re  and frequency o f deviations from  
expected resu lts  o f app ly ing  exam ina tion  procedures, and (c) q u a lita tive  con­
s iderations, in c lu d ing  the  needs and expectations o f the rep o rt’s users.
Reporting Considerations
24. SSAE No. 1 (A T  sec. 100) defines an a tte s t engagement as one in  
w h ich  a p ra c titio n e r is engaged to issue a w ritte n  com m unication th a t ex­
presses a conclusion about the  re lia b ility  o f a w ritte n  assertion th a t is  the 
resp on s ib ility  o f another pa rty . The accom panying a ffirm a tive  responses to the 
questions in  the Q uestionna ire  are w ritte n  assertions o f the e n tity . W hen a 
p ra c titio n e r is engaged by an e n tity  to express a w ritte n  conclusion about 
m anagem ent’s assertions about its  policies and procedures, such an engage­
m ent involves a w ritte n  conclusion about the  re lia b ility  o f an assertion th a t is 
the  resp on s ib ility  o f the e n tity . The e n tity  is responsible fo r the design, 
im p lem en ta tion , and m on ito ring  o f the policies and procedures upon w h ich  the 
responses to  the Q uestionnaire  are based.
25. Self-assessment is based in  p a rt on c r ite r ia  set fo rth  in  the  IM S A  
Handbook, w h ich  is prepared by an in d u s try  o rgan iza tion  fo r the  specific use 
o f its  members. Such c rite r ia  are no t su itab le  fo r general d is tr ib u tio n  re p o rt­
ing. According ly, the  independent accountant’s rep o rt should conta in  a sta te ­
m en t th a t i t  is  in tended  solely fo r the in fo rm a tion  and use o f the e n tity ’s board 
o f d irectors and m anagem ent as w e ll as IM S A .
26. IM S A  has adopted a un ifo rm  assessment re p o rt th a t a ll independent 
assessors (regardless o f professional d isc ip line) are requ ired  to  use when 
rep o rting  on the resu lts  o f an independent assessment. IM S A  has ind icated  
t h a t  deviations from  its  standard  repo rt fo rm a t, except as discussed below, w ill 
no t be accepted. The fo llo w in g  is an illu s tra tio n  o f an independent accountant’s 
rep o rt on a company’s assertion re la tin g  to  its  a ffirm a tive  responses to the 
IM S A  Q uestionnaire. The th ird  paragraph in  the fo llow ing  repo rt deviates 
from  the  IM S A  fo rm a t, where the p ra c titio n e r specifies th a t the exam ina tion  
was made in  accordance w ith  standards established by the  A IC P A , and refers 
to those standards before re fe rrin g  to the c r ite r ia  set fo rth  in  the IM S A  
Handbook. The o the r devia tion  is th a t the  rep o rt is  t it le d  “ Independent Ac­
c o u n ta n t’s R ep o rt” ra th e r  th a n  “ Inde pe n de n t Assessor R eport.”  Repre­
sentatives o f IM S A  have ind ica ted  th a t they w ill accept on ly these deviations 
fo r reports issued by p ractitioners .
Independent A ccountan t’s Report
To [n a m e  o f  in s u r e r ]  Board o f D irecto rs and the  Insu rance M arke tp lace  S tand­
ards Association:
We have exam ined m anagem ent’s assertion th a t the  a ffirm a tiv e  responses o f 
[n a m e  o f  in s u r e r ] to  the  Q uestionna ire  re la tin g  to the  P rin c ip les  o f E th ica l 
M a rk e t C onduct and the  Code o f E th ic a l M a rk e t C onduct and A ccom panying 
Com m ents fo r in d iv id u a lly  sold life  and a n n u ity  products, adopted by the 
Insu rance M arke tp lace  S tandards A ssociation (“ IM S A ” ), are based on policies 
and procedures in  place as o f [ th e  IM S A  re p o r t  d a te ]. The Com pany is  respon­
sib le fo r the  design, im p lem e n ta tio n , and m o n ito rin g  o f the  po licies and proce­
dures in  place upon w h ich  the  responses to  the  Q uestionna ire  are based.
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O u r exam ina tion  was made in  accordance w ith  standards established by the  
A m erican  In s titu te  o f C e rtifie d  P ub lic  A ccountan ts and in  accordance w ith  the  
c r ite r ia  set fo rth  in  the  IM S A  Assessment H a n d b o o k ,  and inc luded ob ta in in g  
an unde rs ta nd ing  o f the  po licies and procedures in  place upon w h ich  the  
a ffirm a tiv e  responses to  th e  Q uestionna ire  are based and such o the r procedures 
as we considered necessary in  the  circum stances. We believe th a t ou r exam i­
n a tio n  provides a reasonable basis fo r ou r op in ion . O u r exam ina tion  was no t 
designed to  eva luate w h e the r the  policies and procedures, upon w h ich  the  
C om pany’s responses to  the  Q uestionna ire  are based, have o r w i ll operate 
e ffective ly , no r have we eva luated w he the r o r no t the  C om pany has o r w ill 
com ply w ith  app licab le  law s o r regu la tions. A ccord ing ly , we do no t express an 
op in ion  o r any o th e r fo rm  o f assurance thereon.
In  ou r op in ion , m anagem ent’s assertion  th a t the  a ffirm a tiv e  responses to  the  
Q uestionna ire  are based on po licies and procedures in  place as o f [ th e  IM S A  
r e p o r t  d a te ] is  fa ir ly  stated, in  a ll m a te ria l respects, based upon the  c r ite r ia  set 
fo r th  in  the  P rinc ip les  o f E th ic a l M a rk e t Conduct, the  Code o f E th ic a l M a rk e t 
C onduct and A ccom panying Com m ents, and the  A s s e s s m e n t H a n d b o o k .
T h is  re p o rt is  in tended solely fo r the  in fo rm a tio n  and use o f the  board o f 
d irecto rs and m anagem ent o f the  C om pany and the  Insu rance  M arke tp lace  
S tandards A ssociation and should n o t be used fo r any o the r purpose.
[ IM S A  R e p o r t  D a te ;  see p a r a g r a p h  2 8 ]
[C o m p a n y  ( In s u re r ) ]
[N a m e  o f  In d e p e n d e n t  A s s e s s o r; see p a r a g r a p h  2 7 ]
[S ig n a tu re  o f  In d e p e n d e n t  A c c o u n ta n t  o r  F i r m ]
[D a te  o f  S ig n a tu r e ;  see p a r a g r a p h  2 9 ]
N o te :  In  any instance w here an a lte rn a tiv e  in d ic a to r is  used to  suppo rt an 
a ffirm a tiv e  answ er to  any question in  the  Q uestionna ire , such a lte rn a tive  
in d ic a to r m ust be fu lly  set fo rth  in  an a ttach m en t to  th is  Assessor R eport (see 
pa rag raph  30).
Elements o f the Report
27. S ig n a tu re s  a n d  Id e n t if ic a t io n  o f  th e  In d e p e n d e n t A ssesso r. IM S A  
prefers th a t the  independent assessor sign h is  o r he r name on the report. 
However, m any A IC P A  m em ber firm s  requ ire  th a t a m anua l o r p rin te d  s igna­
tu re  o f the  f irm  name be presented on the  face o f the re p o rt and p ro h ib it a 
m em ber o f the f irm  from  sign ing  the  rep o rt as an in d iv id u a l. A lthough  IM S A  
w ill accept th is  practice, i t  requ ires the  id e n tifica tio n  on the  face o f the 
independent accountant’s rep o rt o f the IM SA -approved independent assessor 
who ac tive ly  p a rtic ip a ted  in  and supervised re levan t portions o f the engage­
m ent on b e h a lf o f the  firm . In  add ition , in  circum stances where the  IM S A - 
approved independent assessor does n o t sign the  re p o rt as an in d iv id u a l, IM S A  
requires an a ffirm a tio n  from  the  independent assessor to  be a ttached to  the 
independent accountant’s report. A  sample a ffirm a tio n  fo llow s:
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A ffirm a tio n  o f Independent Assessor
I, [p r in t  n a m e ],  a ffirm  th a t I  have review ed the  a ttached Independent A ccount­
a n t’s R eport on m anagem ent’s assertions reg a rd ing  the  IM S A  program  fo r 
[ in s u r e r ]  as o f [ IM S A  r e p o r t  d a te ] and th a t I  was the  Independent Assessor 
responsible fo r supervis ing re levan t portions o f the  assessment id en tified  here in .
[S ig n a tu re ]
[D a te  o f  S ig n a tu r e ]
28. IM S A  R e p o r t D a te . The IM S A  rep o rt date re fe rred  to  in  the inde­
pendent accountant’s rep o rt is  the  date o f the self-assessment and the  date to 
w h ich  the e n tity  and the independent assessor have agreed as the p o in t in  tim e  
w h ich  the policies and procedures supporting  the  a ffirm a tive  response to  the 
Q uestionnaire  are in  place. Due care should be taken  to  ensure th a t repre­
sentations made by m anagem ent on the basis o f a self-assessment are cu rren t 
as o f the IM S A  re p o rt date. I f  a s ign ifican t am ount o f tim e  has elapsed between 
the  date o f the perform ance o f the  p ra c titio n e r’s procedures on ce rta in  ques­
tions and the  IM S A  re p o rt date, due care should be ta ken  to  ensure th a t 
policies and procedures were in  place as o f the  IM S A  rep o rt date.
29. D a te  o f  S ig n a tu re .  The date o f s ignature  is  the date fie ld w o rk  is 
completed. Changes in  the  policies and procedures, personnel changes, or o ther 
considerations th a t m ig h t s ig n ifica n tly  a ffect responses to  the  Q uestionnaire  
m ay occur subsequent to  the  IM S A  repo rt date b u t before the  date o f signature  
or the  date when the rep o rt is issued. The p ra c titio n e r should ob ta in  manage­
m en t’s representa tions re la tin g  to  such m a tte rs  and perfo rm  such o the r proce­
dures regard ing  subsequent events considered necessary in  the circum stances. 
The p ra c titio n e r has no resp on s ib ility  to  perform  exam ina tion  procedures or 
update h is or her repo rt fo r events subsequent to the  date when the  rep o rt is 
issued; however, the p ra c titio n e r m ay la te r become aware o f conditions th a t 
existed a t th a t date th a t m ig h t have affected the  p ra c titio n e r’s op in ion  had he 
or she been aware o f them . The p ra c titio n e r’s consideration o f such subsequent 
in fo rm a tio n  is s im ila r to an a u d ito r’s consideration o f in fo rm a tio n  discovered 
subsequent to the date o f a rep o rt on an a u d it o f fin a n c ia l sta tem ents described 
in  SAS No. 1 (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 561, “Subsequent 
D iscovery o f Facts E x is tin g  a t the  Date o f the  A u d ito r ’s R eport” ).
30. A lte rn a t iv e  In d ic a to rs .  A  l is t  o f ind ica to rs  in  the  H andbook corre­
sponds to  each o f the questions in  the Q uestionnaire  and lis ts  possible policies 
and procedures id e n tifie d  by IM S A  th a t an e n tity  can have in  place to  be able 
to respond a ffirm a tiv e ly  to  a question. A  company m ust support each “yes” 
response to  a question by the selection o f ind ica to rs  su ffic ien t to m eet the  six 
requ ired  components and to m eet the objective o f each question. IM S A  has 
established lim ita tio n s  on the use o f ind ica to rs  o ther th a n  those conta ined in  
the Handbook. A lte rn a tive  ind ica to rs  th a t are used as support fo r an a ffirm ­
a tive  response to  a question in  the  Q uestionnaire  m ay requ ire  preapprova l by 
IM S A  in  ce rta in  s itua tions, as noted in  the  Handbook. I t  w ill be necessary fo r 
the p ra c titio n e r to  evaluate  w he ther an a lte rna tive  in d ica to r used by the  e n tity  
supports an a ffirm a tive  response to the  question. The a lte rna tive  ind ica to rs 
should be disclosed by the p ra c titio n e r to IM S A  in  the basic independent 
accountant’s rep o rt as an a ttached appendix, and an exp lanatory paragraph 
should be added to the s tandard  independent accountant’s rep o rt in  paragraph
26. The fo llow ing  is an exam ple o f a paragraph th a t should be included in  the 
exam ina tion  re p o rt w hen a lte rna tive  ind ica to rs  are used by m anagem ent. The 
paragraph should precede the op in ion  paragraph.
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M anagem ent’s assertion  sup po rting  an a ffirm a tiv e  response to  ce rta in  ques­
tion s  is  supported by the  use o f a lte rn a tiv e  in d ica to rs , as th a t te rm  is  defined 
in  the  IM S A  Handbook. The attached appendix to  th is  re p o rt lis ts  the  questions 
and a lte rn a tive  in d ica to rs  used by m anagem ent.
31. N e g a tiv e  Responses. IM S A  w ill  no t g ra n t m em bership app lica tions to 
an e n tity  whose app lica tion  contains a “no” response to  any question. In  
circum stances where no rep o rt w il l  be issued to  IM S A , m anagem ent m ay 
request the p ra c titio n e r to rep o rt find ings  to  m anagem ent or the  board o f 
d irectors. In  th is  s itu a tio n , the p ra c titio n e r and m anagem ent should agree on 
the means and fo rm a t o f such com m unication and docum ent th is  under­
s tand ing  in  w ritin g .
32. W o rk in g  P a p e rs . The p ra c titio n e r should  prepare and m a in ta in  
w o rk ing  papers in  connection w ith  an engagement under the a tte s ta tio n  
standards; such w o rk ing  papers should be appropria te  to  the  circum stances 
and the  p ra c titio n e r’s needs on the  engagement to  w h ich  th ey  apply. A lthough  
i t  is no t possible to  specify the fo rm  o r content o f the w o rk ing  papers th a t a 
p ra c titio n e r should prepare in  connection w ith  an assessment because c ircum ­
stances va ry  in  in d iv id u a l engagements, the p ra c titio n e r’s w o rk ing  papers 
o rd in a rily  should ind ica te  th a t—
a . The w ork  was adequately p lanned and supervised.
b. E v id e n tia l m a tte r (SSAE No. 1 [A T  sec. 1 0 0 .3 6 -.39]) was obta ined to  
provide a reasonable basis fo r the conclusion th a t the  policies and 
procedures und e rly in g  the a ffirm a tive  responses contained in  the 
Q uestionnaire  are in  place.
In  its  requ ired  tra in in g , IM S A  has advised IM SA -approved independent asses­
sors to  appreciate the  se n s itiv ity  o f insu re rs  to  lit ig a tio n  risks  and the produc­
tio n  o f documents th a t lit ig a tio n  ty p ic a lly  requires. IM S A  has rem inded 
assessors and insure rs  a like  th a t the self-assessment process is designed to 
dem onstrate compliance cu rre n tly  w ith  IM S A  assessment c r ite r ia  and th a t 
reports  w ill  no t be accepted by IM S A  unless a ll questions are answered in  the  
a ffirm a tive . According ly, IM S A  has sta ted its  b e lie f th a t IM SA -approved asses­
sors w ill have no need, a t least fo r IM S A ’s purposes, to m a in ta in  docum entation 
o f noncom pliance w ith  the IM S A  assessment c r ite r ia  cu rre n tly  or in  the past.
33. Concern over access to  the  p ra c titio n e r’s w o rk ing  papers m ig h t cause 
some c lien ts to  in q u ire  about w o rk ing  paper requirem ents. In  s itua tions  where 
the  p ra c titio n e r is requested to  no t m a in ta in  copies o f ce rta in  c lie n t documen­
ta tio n , or to  no t prepare and m a in ta in  docum entation s im ila r to  c lie n t docu­
m ents, the  p ra c titio n e r m ay re fe r to  the a u d itin g  In te rp re ta tio n  “The E ffect o f 
an In a b ility  to  O b ta in  E v id e n tia l M a tte r R e la ting  to  Income Tax Accrua ls” 
(A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 9326.06-.17) fo r guidance. See 
the  a tte s t In te rp re ta tio n  “P rov id ing  Access to  o r Photocopies o f W ork ing  
Papers to  a R egu la to r” (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A T  sec. 
9100.58) fo r guidance re la ted  to  p ro v id ing  access to  o r photocopies o f w o rk ing  
papers to  a reg u la to r in  connection w ith  w ork  perform ed on an a ttes ta tion  
engagement.
34. M a n a g e m e n t’s R e p re s e n ta tio n s . The p ra c titio n e r should ob ta in  w r it ­
ten  represen ta tion  from  m anagem ent—
a . Acknow ledg ing  m anagem ent’s resp on s ib ility  fo r the  design, im p le ­
m enta tion , and m on ito ring  o f the policies and procedures in  place 
upon w h ich  the  responses to  the Q uestionnaire  are based and th a t 
the a ffirm a tive  responses to  the Q uestionnaire  are based on such 
policies and procedures in  place as o f a specific p o in t in  tim e.
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b. S ta tin g  th a t m anagem ent has adopted the  P rinc ip les and Code, and 
has perform ed and made ava ilab le  to  the p ra c titione rs  a ll documen­
ta tio n  re la ted  to  a self-assessment o f the  policies and procedures in  
place as o f the  IM S A  rep o rt date upon w h ich  the  a ffirm a tive  re ­
sponses to  the  Q uestionnaire  are based.
c. S ta tin g  th a t m anagem ent has disclosed to  the p ra c titio n e r a ll m a t­
te rs  regard ing  the  design, im p lem en ta tion , and m on ito ring  o f p o li­
cies and procedures th a t could adversely affect the  e n tity ’s a b ility  to 
answ er a ffirm a tiv e ly  the questions in  the  Q uestionnaire.
d . D escrib ing any re la ted  m a te ria l frau d  or o ther frau d  o r ille g a l acts 
th a t, w he ther o r n o t m a te ria l, invo lve  m anagem ent or o the r em ploy­
ees who have a s ign ifican t ro le  in  the  e n tity ’s design, im p lem en ta ­
tio n , and m on ito ring  o f the policies and procedures in  place upon 
w h ich  the  responses to  the  Q uestionna ire  were made.
e. S ta tin g  w he ther there  w ere, subsequent to  the  date o f m anagem ent’s 
self-assessment ( th a t is, the IM S A  rep o rt date), any know n changes 
o r deficiencies in  the  design, im p lem en ta tion , and m on ito ring  o f the 
policies and procedures in  place, inc lu d ing  any personnel changes or 
o the r considerations o f reference to the  IM S A  Q uestionna ire  subject 
m a tte r.
f .  S ta tin g  th a t m anagem ent has disclosed any com m unication from  
regu la to ry  agencies, in te rn a l aud itors, and o the r parties concerning 
m atte rs  regard ing  the  design, im p lem en ta tion , and m on ito ring  o f the 
policies and procedures in  place, inc lu d ing  com m unication received 
between the  IM S A  rep o rt date (the date o f m anagem ent’s assertion) 
and the date o f the  p ra c titio n e r’s repo rt (the date o f signature).
g . S ta tin g  th a t m anagem ent has disclosed to  the p rac titione rs , o ra lly  
o r in  w ritin g , in fo rm a tio n  about past m a rke t conduct issues (fo r 
example, po licyho lder com pla ints o r litig a tio n ) o f relevance to  the 
IM S A  Q uestionnaire  subject m a tte r and the  re la ted  corrective meas­
ures taken  to  support a ffirm a tive  responses in  those areas.
35. M anagem en t’s re fu sa l to  fu rn is h  a ll app ro p ria te  w r itte n  rep re ­
sentations constitu tes a lim ita tio n  on the scope o f the exam ina tion  su ffic ien t 
to preclude an unq ua lified  re p o rt su itab le  fo r subm ission to  IM S A . F u rth e r, the 
p ra c titio n e r should consider the  effects o f m anagem ent’s re fusa l on h is  or her 
a b ility  to re ly  on o ther m anagem ent representations.
Effective Date
36. T h is SOP is effective fo r independent assessments w ith  IM S A  repo rt 
dates a fte r Ja nu ary  31, 1998. E a rly  app lica tion  is perm issible.
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Assessment of Attestation Risk
A .1. The fo llow ing  are examples o f considerations th a t m ay influence the 
na tu re , tim in g , and exten t o f a p ra c titio n e r’s te s ting  procedures re la tin g  to  an 
e n tity ’s assertion o f its  a ffirm a tive  responses to  the  Q uestionnaire. The consid­
era tions m ay also a ffect a p ra c titio n e r’s decision to  accept such an engagement. 
The examples are no t in tended to be a complete lis t.
M anagem ent C haracte ris tics  and  In fluence  Over the C on tro l
E nv ironm ent
•  M anagem ent’s a ttitu d e  regard ing  in te rn a l contro l over sales and 
m a rke tin g  practices, w h ich  m ay affect its  a b ility  to foster a more 
comprehensive and effective compliance program
•  M anagem ent’s fin a n c ia l support o f the in te rn a l resources a llocated to  
the developm ent and m aintenance o f compliance w ith  the  IM S A  
program  th ro ug h  adequate fund ing , resources, tim e , etc.
•  M anagem ent’s h is to ry  o f ensuring  th a t sales personnel are qua lified , 
tra in ed , licensed, and supervised
•  M anagem ent’s h is to ry  and systems fo r tra ck in g  com p la in t and re ­
p lacem ent trends
•  M anagem ent’s a b ility  to generate tim e ly , complete, and accurate 
in fo rm a tio n  on issues o f regu la to ry  concern regard ing  sales and m a r­
ke tin g  practices
•  The e n tity ’s re la tio n sh ip  w ith  its  cu rren t independent assessor, regu­
la to ry  a u th o rities , or bo th  (The p ra c titio n e r should ga in  an u nder­
stand ing  o f the circum stances su rround ing  the disengagem ent o f 
predecessor independent assessors, any issues id e n tifie d  in  p rio r self- 
assessments or independent assessments, and consider m ak ing  in ­
quires o f predecessor assessors.)
•  C onsistent app lica tion  o f policies and procedures across product lines 
and d is tr ib u tio n  channels ( I f  the e n tity  d id  no t address each d is tr ib u ­
tio n  channel, p roduct line , or both  because i t  deemed ce rta in  ones to 
be im m a te ria l in  te rm s o f p rem ium s earned o r in  force, or because o f 
low  volum e o f p roduction, the p ra c titio n e r w ill need to  use h is  o r he r 
professional judgm en t to  assess w he ther the  om itted  product lines or 
d is tr ib u tio n  channels should have been considered in  the  e n tity ’s 
self-assessment and assess the  im pact on h is  or he r a b ility  to opine on 
m anagem ent’s assertions by exercising th a t judgm ent. The d e fin itio n  
o f the te rm  a p p ro p r ia te  to  its  s ize  in  the Handbook m ay also apply.)
•  W hether the e n tity ’s approach to  its  self-assessment includes va lid a ­
tio n  o f the in fo rm a tio n  i t  collected to support th a t policies and proce­
dures are in  place
In d u s try  C onditions
•  Changes in  regu la tions o r laws, such as those govern ing various 
products, sales m ethods and m ate ria ls , agent compensation, and cus­
tom er disclosure
•  P u b lic ity  about sales and m arke tin g  practices and increased lit ig a tio n  
to seek rem edy
•  R apid changes in  the in d u s try , such as the in tro d u c tio n  o f new and 
complex product o fferings o r in fo rm a tio n  technology
•  The degree o f com petition  o r m a rke t sa tu ra tion
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D is tr ib u tio n , Sales Volume, and  Products
•  The d ive rs ity  o f d is tr ib u tio n  systems
•  The re la tive  volum e o f business fo r d iffe re n t products and d is tr ib u tio n  
systems
•  The leng th  o f tim e  th a t products, d is tr ib u tio n  systems, or both  have 
been availab le , used, o r both
•  L im ita tio n s  o f an e n tity ’s a b ility  to assert contro l over producers
•  Com pliance tra in in g  provided by m anagem ent to  its  producers and 
employees invo lved  in  the sales process
•  The com plexity  o f p roduct o fferings
•  The ta rgeted  m arkets fo r various products
•  W hether the e n tity  is app ly ing  fo r IM S A  m em bership as a fle e t o f 
en titie s  o r as an in d iv id u a l e n tity  ( I f  the e n tity  is  app ly ing  fo r flee t 
m em bership, the  independent assessor should p lan  the  engagement 
to  address w he ther the  policies and procedures are in  place a t each 
company w ith in  the fleet, in c lu d in g  new ly acquired subsid ia ries or 
a ffilia te s  in  the flee t.)
O ther C onsiderations
•  Issues id e n tifie d  in  p rio r self-assessments, independent assessments, 
and o the r services provided
•  F ind ings from  recent m a rke t conduct exam inations conducted by 
reg u la to ry  a u th o ritie s  o r in te rn a l aud ito rs
•  P o licyho lder concerns expressed th rough  com pla in ts o r lit ig a tio n
•  R atings received from  ra tin g  agencies
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Illustrative Procedures
B .1. Exam ples o f illu s tra tiv e  procedures are provided in  th is  appendix. The 
procedures are organized by the th ree  aspects o f each question. M any o f these 
procedures can be used fo r more th a n  one question. The illu s tra tiv e  procedures 
are in tended to  be used as a guide and are no t to  be considered a ll-inc lus ive . 
Because the objective and the  types o f policies and procedures fo r each question 
w ill d iffe r according to  the m ethods fo r estab lish ing , m a in ta in in g , com m uni­
cating, deploying, and m on ito ring  as they d iffe r by e n tity  and fo r each question, 
no single m ethodology fo r te s ting  can be suggested. P rac titione rs  should use 
jud gm e n t to  determ ine the procedures necessary to  be perform ed to render an 
opinion. I t  w il l  be more d if f ic u lt to  ob ta in  objective evidence about some 
ind ica to rs  th an  others. According ly, the  p ra c titio n e r should ad just the  proce­
dures selected fo r testing . A  cha lleng ing  aspect o f the  IM S A  program  is its  
app lica tion  to various d is tr ib u tio n  channels, in c lu d ing  independent producers, 
and how en titie s  w ill sa tis fy  questions re la tin g  to these various channels. T h is  
is because an e n tity ’s a b ility  to  enforce o r encourage producers to  use its  policies 
and procedures varies by channel. The p ra c titio n e r needs to  c lea rly  understand 
how an e n tity  manages each s ign ifican t d is tr ib u tio n  channel.
B .2 . IM S A  has id e n tifie d  th ree  aspects o f each question: approach, deploy­
m ent, and m on ito ring . The aspects are defined in  the  glossary o f the  Handbook 
as fo llows:
A p p r o a c h — A  system atic m ethod o r means used by the e n tity  to address the  
requ irem en ts  o f the  P rinc ip les  and Code, as queried by the  specific question.
D e p lo y m e n t— Refers to  the  exten t to  w h ich  the  e n tity ’s approach is  ac tu a lly  
be ing app lied  to  the  p rov is ions o f the  P rinc ip les  and Code.
M o n i to r in g  — To check ro u tin e ly  and system atica lly  w ith  a v iew  to  co llecting  
ce rta in  specified categories o f in fo rm a tio n , to in ves tig a te  and resolve questions 
concern ing anom alous o r unexpected in fo rm a tio n , and to  id e n tify  the  need fo r 
o r to  m ake recom m endations designed to reduce the  p ro b a b ility  o f fu tu re  
anom alies. The P rinc ip les , Code, Accom panying Com m ents, and Q uestionna ire  
re q u ire  th a t m o n ito rin g  be perfo rm ed to  provide reasonable assurance th a t 
po licies accura te ly  re fle c t m anagem ent’s (or o the r applicab le govern ing bodies’) 
p o in t o f view , th a t procedures are designed to support those policies, and th a t 
procedures are a p p ro p ria te ly  executed.
Approach
B .3. The tw o components u nd e rly in g  the f ir s t  aspect, a p p ro a c h , as defined 
by the  Handbook are as fo llows:
а . Does the in su re r have in  place policies and procedures th a t address 
the objective o f the  question?
b. Is someone (an in d iv id u a l or a team ) responsible fo r estab lish ing , 
m a in ta in in g , com m unicating, deploying, and m on ito ring  these p o li­
cies and procedures?
B .4 . The fo llow ing  are examples o f procedures the  p ra c titio n e r and engage­
m ent team m ay employ to test the a ffirm ative  responses fo r the a p p ro a c h  aspect:
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•  O b ta in  and read w ritte n  policies and procedures to  ob ta in  an under­
s tand ing  o f—
а. The policies and procedures th a t are supposed to  be in  place and 
to  w h ich  d is tr ib u tio n  systems, products, and m arkets those 
policies and procedures apply.
b. H ow  the  policies and procedures respond to the objective o f the 
question.
c. W ho (a person or departm ent) is responsible fo r estab lish ing , 
m a in ta in in g , com m unicating, deploying, and m on ito ring  those 
policies and procedures.
•  Exam ine job  descriptions, title s , o rgan iza tion  charts, and o ther com­
m un ica tions fo r those id e n tifie d  as being responsible fo r the policies 
and procedures to support the  assignm ent o f those responsib ilities.
Inquiry
•  Through  in q u iry , ob ta in  an unders tand ing  o f—
a. H ow  the  policies and procedures are being used in  practice.
b. Who is responsible fo r the policies and procedures being addressed.
c. The respons ib ilities  o f m anagem ent and employees who oversee 
the  policies and procedures.
d. Evidence th a t supports th a t the policies and procedures exist.
e. Evidence th a t policies and procedures have been in  place fo r a 
su ffic ien t period.
f . The d is tr ib u tio n  systems, products, and m arkets to  w h ich  the 
policies and procedures apply.
g . H ow  the policies and procedures respond to the selected indicator.
Deployment
B .5. The tw o components u nd e rly in g  the  second aspect, d e p lo y m e n t, as 
defined by the  H andbook are as fo llows:
a . A re  the  policies and procedures communicated?
b. Does the in su re r consisten tly  use these policies and procedures?
B .6. The fo llow ing  are examples o f procedures the  p ra c titio n e r and engage­
m ent team m ay employ to test the a ffirm a tive  responses fo r the d e p lo ym e n t aspect:
Examine/Inspect Documentation
•  O b ta in  and read in te rn a l documents— inc lu d ing  memos, em ail, hand­
books, po licy m anuals, and contracts— to v e rify  th a t com m unications 
have been made.
•  O b ta in  and read w ritte n  con firm a tion  or o the r evidence th a t the 
in tended audience o f the  policies and procedures has received and read 
the com m unication.
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•  O b ta in  independent con firm a tion  th a t policies and procedures are 
being used.
Observation
•  Observe th a t reference m ate ria ls  (in te rn a l o r exte rna l) th a t m ay be 
requ ired  fo r personnel to  adequately perfo rm  the policies and proce­
dures are reasonably accessible.
•  For a sample o f item s, perform  a w a lk th ro u gh  o f the  policies and 
procedures deemed to  be in  place in  the  a p p ro a c h  aspect to support 
th a t those policies and procedures are being consisten tly  app lied fo r 
d is tr ib u tio n  channels and product lines th a t use those policies and 
procedures. D eterm ine th a t the policies and procedures have also been 
consistently  app lied fo r a su ffic ien t tim e  by in c lu d in g  transactions fo r 
va rious dates in  the  sample o f transactions fo r the  w a lk th rough .
Inquiry
•  In te rv ie w  personnel who perform  the  a c tiv itie s  described in  the  p o li­
cies and procedures documents to  support th a t policies and procedures 
have been com m unicated to  them .
Monitoring
B .7. The tw o  components u nd e rly in g  the th ird  aspect, m o n ito r in g ,  as
defined by the  Handbook are as fo llow s:
а . Does the  in su re r ro u tin e ly  m on ito r the opera tion  o f these policies and 
procedures w ith  a v iew  tow ard  achieving the  in tended  resu lt?
b . Does the in su re r act upon the  in fo rm a tion  received?
B .8. The fo llow ing  are examples o f procedures the  p ra c titio n e r and engage­
m ent team  m ay employ to test the a ffirm a tive  responses fo r the m o n ito r in g  aspect:
Examine Documentation
•  O b ta in  and exam ine documents prepared by e n tity  personnel th a t 
provide the  responsible p a rty  w ith  appropria te  m on ito ring  tools (fo r 
example, m anagem ent reports, tren d  analyses, and tra ck in g  logs).
•  Exam ine m on ito ring  tools to  id e n tify  deviations from  the  expected 
resu lts , provide analysis o f these deviations, and dem onstrate inves­
tig a tio n  has occurred.
•  E xam ine docum entation o f the corrective actions taken  in  response to 
in fo rm a tio n  received by the  responsible parties.
•  Exam ine m on ito ring  documents subsequent to  corrective action ta k ­
in g  place to  ascerta in  w he ther the incidence o f an id e n tifie d  problem  
or com pla int has decreased in  frequency because o f the corrective action.
Inquiry
•  In te rv ie w  the  personnel responsible fo r p repa ring  reports  used as 
m on ito ring  tools to  determ ine th a t the  appropria te  in fo rm a tio n  is 
being gathered in  a reasonable m anner.
•  In te rv ie w  the  personnel responsible fo r acting  on the  in fo rm a tion  
provided and id e n tify  the  procedures in  place to perfo rm  corrective 
actions.
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Observation
•  Exam ine m on ito ring  reports  to ascerta in  w he ther they are prepared 
and d is trib u te d  on a reg u la r basis to  the  responsible personnel.
•  Perform  a w a lk th ro u gh  fo r a selection o f transactions in  w h ich  the 
action described by the  id e n tifie d  responsible p a rty  should have oc­
curred  and ascerta in  w he ther the procedure was p u t in  place.
•  Observe changes in  policies and procedures o r com m unications to 
e n tity  personnel th a t have occurred because o f the recurrence o f an 
id e n tifie d  problem  or com pla int.
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Sample Engagement Letter
The fo llo w in g  is an illu s tra tio n  o f a sample engagement le tte r th a t m ay be used
fo r th is  type o f engagement.
[C P A  F i r m  L e t te rh e a d ]
[C l ie n t ’s N a m e  a n d  A d d r e s s ]
D e a r_______________:
T h is  w i ll con firm  ou r unde rs ta nd ing  o f the  arrangem ents fo r ou r exam ina tion  
o f m anagem ent’s assertion th a t the  a ffirm a tiv e  responses o f [n a m e  o f  c l ie n t  
e n t i t y ] to the Insurance M arke tp lace  S tandards A ssociation (“ IM S A ” ) question­
n a ire  (the  “Q uestionna ire ” ) re la tin g  to  the  P rin c ip les  o f E th ic a l M a rk e t Conduct 
and th e  Code o f E th ic a l M a rk e t C onduct and A ccom panying C om m ents fo r 
in d iv id u a lly  sold life  and a n n u ity  products, are based on policies and procedures 
in  place as o f [th e  I M S A  re p o r t  d a te ].
W e w ill exam ine m anagem ent’s assertion  th a t the  a ffirm a tiv e  responses to  the  
Q uestionna ire  are based on po licies and procedures in  place as o f the  IM S A  
re p o rt date fo r the  purpose o f expressing an op in ion  as to  w h e the r m anage­
m en t’s assertion is fa ir ly  stated, in  a ll m a te ria l respects, based upon the  c r ite r ia  
set fo r th  in  the  P rin c ip les  o f E th ic a l M a rk e t Conduct, Code o f E th ic a l M a rke t 
C onduct and A ccom panying Com m ents, and Assessm ent H andbook. The Com­
pany is  responsible fo r the  design, im p lem e n ta tio n , and m o n ito rin g  o f the  
po licies and procedures in  place upon w h ich  the  responses are based. O u r 
re sp o n s ib ility  is  to  express an op in ion  on m anagem ent’s assertion based on ou r 
exam ina tion .
W e w ill conduct ou r exa m in a tion  in  accordance w ith  standards established by 
the  A m erican  In s titu te  o f C e rtifie d  P ub lic  A ccountants and in  accordance w ith  
the  c r ite r ia  set fo r th  in  the  IM S A  Assessm ent Handbook. O u r exa m in a tion  w ill 
in c lude  o b ta in in g  an un de rs ta nd ing  o f the  policies and procedures in  place upon 
w h ich  the  a ffirm a tiv e  responses to  the  Q uestionna ire  are based and such o ther 
procedures as we consider necessary in  the  circum stances. O u r exam ina tion  
w i l l  no t be designed to  eva luate w h e the r the  policies and procedures, upon 
w h ich  [ th e  e n t i t y ’s ] responses to  the  Q uestionna ire  are based, operate effec­
tiv e ly , no r w i ll we eva luate  w he the r [ th e  e n t i t y ]  has com plied w ith  applicab le 
law s o r regu la tions. A ccord ing ly , we w i ll no t express an op in ion  o r any o ther 
fo rm  o f assurance the reon .2
W o rk in g  papers th a t are prepared in  connection w ith  th is  engagem ent are the  
p ro pe rty  o f the  independent accountant. The w o rk in g  papers are prepared fo r 
the  purpose o f p ro v id in g  the  p rin c ip a l support fo r the  independent accountant’s 
repo rt.
A t the  com ple tion o f ou r w o rk  we expect to  issue an exam ina tion  re p o rt in  a 
fo rm  acceptable to  IM S A  (exam ple attached). I f ,  however, we are no t able to 
conclude th a t m anagem ent’s assertion  th a t the  a ffirm a tiv e  responses to the  
Q uestionna ire  are based on po licies and procedures in  place as o f the  IM S A  
re p o rt date, we w i ll so advise you. A t  th a t tim e  we w ill discuss w ith  you the 
fo rm  o f com m unica tion , i f  any, th a t you desire fo r o u r find in gs . W e w ill ask you 
to  con firm  you r request in  w r it in g  a t th a t tim e . I f  no re p o rt is  requested, we 
unders tand  th a t ou r engagem ent w i ll be te rm in a ted , ou r w o rk in g  papers w ill 
be destroyed (a t yo u r request), ou r pro fessional fees w i ll be payable in  fu ll,  and
APPENDIX C
2 The independent accountant may wish to include an understanding with the client about any 
limitation or other arrangements regarding liability of the practitioner or the client in the engage­
ment letter.
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ou r pro fessional re sp on s ib ilitie s  to  you w i ll be complete. We w ill have no 
re sp o n s ib ility  to  re p o rt in  w r it in g  a t a la te r date. I f  you request w r itte n  o r o ra l 
com m unica tion o f ou r find in gs , we w ill do so and ou r w o rk in g  papers w i ll be 
re ta ine d  in  accordance w ith  ou r f irm ’s w o rk in g  paper re te n tio n  po licy. O u r 
pro fessional fees w i ll be sub ject to  ad jus tm ent. I f  you request th a t we delay 
issuance o f ou r re p o rt u n t il corrective action  is  ta ke n  th a t w i l l  re s u lt in  
a ffirm a tiv e  answers to  a ll questions, we w i l l  do so on ly  a t yo u r w r itte n  request. 
O u r w o rk in g  papers w i ll be re ta ined  in  accordance w ith  ou r f irm ’s w o rk in g  
paper re te n tio n  po licy. A ga in , ou r fees w i l l  be subject to  ad justm ent. I f  we 
conclude th a t we are unab le  to  issue an u n q u a lifie d  report, we reserve the  r ig h t 
to  b rin g  the  m a tte r to  the  a tte n tio n  o f an ap prop ria te  leve l o f m anagem ent or 
the  board o f d irectors.
The d is tr ib u tio n  o f the  independent accountant’s re p o rt w i l l  be re s tric te d  to  the  
board o f d irec to rs  and m anagem ent o f [ th e  e n t i t y ] and IM S A . [T h e  e n t i t y ] agrees 
th a t i t  w i l l  no t use the  CPA f irm ’s nam e in  ad ve rtis in g  m a te ria ls  re fe rr in g  to  
[ th e  e n t i t y ’s ] m em bersh ip in  IM S A .
O ur fees w ill be b ille d  as w o rk  progresses and are based on the  am oun t o f tim e  
req u ire d  a t various levels o f re sp o n s ib ility  p lus  ac tua l out-of-pocket expenses. 
Invoices are payable upon presen ta tion . W e w ill n o tify  you im m e d ia te ly  o f any 
circum stances we encounter th a t could s ig n ific a n tly  affect ou r in it ia l estim a te  
o f to ta l fees.
I f  th is  le tte r  co rre c tly  expresses you r un de rs ta nd ing  o f th is  engagement, please 
sign the  enclosed copy w here ind ica ted  and re tu rn  i t  to  us.
W e appreciate the  o p p o rtu n ity  to  serve you.
S incere ly,
[P a r t n e r ’s S ig n a tu r e ]
[ F i r m  N a m e  o r  F i r m  R e p re s e n ta t iv e ]
Accepted and agreed to:
[C l ie n t  R e p re s e n ta t iv e ’s S ig n a tu r e ]
[ T i t le ]
[D a te ]
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NOTICE TO READERS
Statem ents o f P osition  on accounting issues present the  conclusions 
o f a t least tw o -th ird s  o f the  A ccounting S tandards Executive Com­
m ittee , w h ich  is the  senior techn ica l body o f the  In s titu te  authorized 
to  speak fo r the  In s titu te  in  the  area o f fin a n c ia l accounting and 
reporting . S ta tem ent on A u d itin g  S tandards No. 69, T h e  M e a n in g  o f  
Present F a ir ly  in  C on fo rm ity  W ith  G enera lly Accepted Accounting  
P rinc ip les in  th e  In d e p e n d e n t A u d i t o r ’s R e p o rt, ide n tifie s  A IC P A  
S tatem ents o f P osition  th a t have been cleared by the  F inanc ia l Ac­
coun ting  S tandards Board as sources o f established accounting p r in ­
ciples in  category b o f the h ie ra rchy  o f genera lly  accepted accounting 
p rinc ip les th a t i t  establishes. A IC P A  members should consider the 
accounting p rinc ip les in  th is  S ta tem ent o f P osition  i f  a d iffe re n t 
accounting tre a tm e n t o f a transaction  o r event is no t specified by a 
pronouncem ent covered by Rule 203 o f the  A IC P A  Code o f Profes­
sional Conduct. In  such circum stances, the accounting tre a tm e n t 
specified by th is  S ta tem ent o f P osition  should be used, o r the m em ber 
should be prepared to  ju s t ify  a conclusion th a t another trea tm en t 
be tte r presents the  substance o f the  transaction  in  the circum stances.
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SUMMARY
T h is  S ta tem ent o f P osition  (SOP) provides guidance on how to  account fo r 
insurance and reinsurance contracts th a t do no t tra n s fe r insurance ris k . I t  
applies to  a ll e n titie s  and a ll insurance and reinsurance contracts th a t do no t 
tra n s fe r insurance ris k , except fo r long-dura tion  life  and h ea lth  insurance 
contracts. The m ethod used to account fo r insurance and re insurance contracts 
th a t do no t tran s fe r insurance r is k  is re fe rred  to  in  th is  SOP as deposit 
accounting. The SOP does not address when deposit accounting should be 
applied.
T h is  SOP specifies the  fo llow ing .
•  Insurance and reinsurance contracts fo r w h ich  the  deposit m ethod is 
appropria te  should be classified as one o f the  fo llow ing , w h ich  are 
those th a t—
—  T ransfe r on ly s ig n ifica n t tim in g  ris k .
—  T ra nsfe r on ly  s ign ifican t u n d e rw ritin g  r is k .
—  T ransfe r n e ith e r s ign ifican t tim in g  nor u n d e rw ritin g  ris k .
—  Have an inde te rm ina te  ris k .
•  A t inception, a deposit asset o r lia b il ity  should be recognized fo r 
insurance and re insurance contracts accounted fo r under deposit 
accounting and should be m easured based on the consideration paid  
o r received, less any e x p lic it ly  id e n tifie d  prem ium s or fees to  be 
re ta ined  by the insu re r or re insurer, irrespective o f the experience o f the 
contract.
•  Insurance and re insurance contracts th a t tra n s fe r n e ith e r s ign ifican t 
tim in g  nor u n d e rw ritin g  ris k , and insurance and reinsurance con­
tracts  th a t tran s fe r on ly  s ign ifican t tim in g  ris k , should be accounted 
fo r using  the in te re s t m ethod. Changes in  estim ates o f the  tim in g  or 
am ounts o f recoveries should be accounted fo r by reca lcu la ting  the 
effective y ie ld . The asset or l ia b il ity  should then  be adjusted to the 
am ount th a t w ou ld  have existed had the new effective y ie ld  been 
applied since the  inception  o f the  contract. The revenue and expense 
recorded fo r such contracts sha ll be included in  in te re s t income or 
in te re s t expense.
•  Insurance or re insurance contracts th a t tra n s fe r on ly s ig n ifica n t un ­
d e rw ritin g  r is k  should be accounted fo r by m easuring  the deposit 
based on the  unexpired  p o rtion  o f the coverage provided u n t il losses 
are incu rred  th a t w il l  be re im bursed under the  contracts. Once a loss 
is in cu rre d  th a t w il l  be re im bursed under th is  k in d  o f contract, then 
the deposit should be m easured by the  present va lue o f the  expected 
fu tu re  cash flows a ris ing  from  the  contract, p lus the  rem a in ing  unex­
p ired  p o rtio n  o f the  coverage provided. Changes in  the recorded 
am ount o f the deposit, o ther th an  the unexpired  p o rtion  o f the  coverage 
provided, should be inc luded  in  the income sta tem ent o f the  insured  
as an o ffset aga inst the  loss recorded by the  insured  th a t w il l  be 
re im bursed under the contract and in  an in su re r’s income sta tem ent 
as an incu rre d  loss. The reduction  in  the  deposit re la ted  to  the 
unexpired  po rtion  o f the  coverage provided should be recorded by the 
insu red  and the  in su re r who are insurance enterprises as an a d jus t­
m ent to  incu rred  losses. I f  the insured  is an ente rp rise  o the r th a n  an 
insurance enterprise , then  the reduction  in  the  deposit re la ted  to  the 
unexpired  p o rtion  o f the  coverage provided should be recorded as an 
expense.
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•  F or insurance and reinsurance contracts w ith  ind e te rm ina te  ris k , the  
guidance in  SOP 92-5, A c c o u n t in g  f o r  F o re ig n  P ro p e r ty  a n d  L ia b i l i t y  
R e in s u ra n c e  as to  the  open-year m ethod, should be fo llowed. The 
open-year m ethod should not, however, be used to  defer losses th a t 
o therw ise w ou ld  be recognized pu rsua n t to  F ina nc ia l Accounting 
Standards Board (FASB) S tatem ent o f F inanc ia l Accounting  S tand­
ards No. 5 , A c c o u n tin g  f o r  C o n tin g e n c ie s . U nder the open-year m ethod, 
the effects o f the contracts are no t included in  the d e te rm ina tion  o f ne t 
income u n til su ffic ien t in fo rm a tio n  becomes availab le  to  reasonably 
estim ate and allocate prem ium s. The open-year m ethod requires th a t 
these effects be aggregated in  the  balance sheet. W hen su ffic ien t 
in fo rm a tio n  becomes availab le  to  reasonably estim ate and allocate 
prem ium s, the insurance or reinsurance contract w ith  inde te rm ina te  
r is k  should be reclassified in to  one o f the  o ther th ree  categories as an 
insurance or re insurance contract th a t transfe rs  n e ith e r s ign ifican t 
tim in g  nor u n d e rw ritin g  ris k , transfe rs  on ly  s ign ifican t tim in g  ris k , or 
transfe rs  on ly s ig n ifica n t u n d e rw ritin g  r is k , as appropria te , and ac­
counted fo r accordingly.
Th is SOP is effective fo r fin a n c ia l statem ents fo r fisca l years beg inn ing  a fte r 
June 15, 1999, w ith  e a rlie r adoption encouraged. Restatem ent o f p rev iously 
issued annua l fin a n c ia l statem ents is no t perm itted . In it ia l app lica tion  o f th is  
SOP is  as o f the  beg inn ing  o f an e n tity ’s fisca l year (th a t is, i f  the  SOP were 
adopted before the  effective date and d u rin g  an in te r im  period, a ll p r io r in te r im  
periods are requ ired  to  be restated). The effect o f in it ia lly  adopting  th is  SOP 
should be reported  as a cum u la tive  effect o f a change in  accounting p rinc ip le , 
in  accordance w ith  the  provisions o f A ccounting P rinc ip les Board (APB) O p in ­
ion No. 20, A c c o u n t in g  C h an ges .
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FOREWORD
The accounting guidance contained in  th is  docum ent has been cleared by the 
F inanc ia l Accounting  S tandards Board (FASB). The procedure fo r c learing  
accounting guidance in  documents issued by the  Accounting  S tandards Execu­
tive  C om m ittee (AcSEC) invo lves the  FASB rev iew ing  and d iscussing in  pub lic  
board m eetings (1) a prospectus fo r a pro ject to  develop a document, (2) a 
proposed exposure d ra ft th a t has been approved by a t least ten  o f AcSEC’s 
fifte e n  members, and (3) a proposed fin a l docum ent th a t has been approved by 
a t least ten  o f AcSEC’s fifte e n  members. The docum ent is cleared i f  five  o f the 
seven FASB members do no t object to AcSEC u nd e rta k in g  the pro ject, issu ing  
the  proposed exposure d ra ft or, a fte r considering the  in p u t received by AcSEC 
as a re su lt o f the  issuance o f the  exposure d ra ft, issu ing  the  f in a l document. 
The c r ite r ia  app lied by the  FASB in  th e ir  rev iew  o f proposed projects and 
proposed documents include the fo llow ing.
1. The proposal does no t con flic t w ith  cu rre n t or proposed accounting 
requ irem ents, unless i t  is  a lim ite d  circum stance, u sua lly  in  special­
ized in d u s try  accounting, and the proposal adequately ju s tif ie s  the 
departure .
2. The proposal w il l  re s u lt in  an im provem ent in  practice.
3. The A IC P A  dem onstrates the  need fo r the  proposal.
4. The benefits o f the  proposal are expected to  exceed the  costs o f 
app ly ing  it .
In  m any s itua tions, p r io r to clearance, the  FASB w ill  propose suggestions, 
m any o f w h ich  are included in  the  documents.
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Deposit Accounting: Accounting for 
Insurance and Reinsurance Contracts 
That Do Not Transfer Insurance Risk
Introduction
1. “ Insurance provides in d e m n ifica tio n  aga inst loss o r l ia b il ity  from  
specified events and circum stances th a t m ay occur or be discovered d u rin g  a 
specified period. In  exchange fo r a paym ent from  the  po licyho lder (a p rem ium ), 
an insurance enterprise  agrees to pay the po licyho lder i f  specified events occur 
or are discovered. S im ila rly , the insurance enterprise  m ay obta in  ind em n ifica ­
tio n  aga inst cla im s associated w ith  contracts i t  has w ritte n  by en te ring  in to  a 
reinsurance contract w ith  another ente rp rise .” 1 Insurance and re insurance 
contracts m ay be s truc tu red  in  various ways. The p rem ium  paid  by the  po licy­
ho lder m ay represent a paym ent fo r the  tra n s fe r o f insurance r is k  or i t  m ay 
represent a deposit.2
2. Paragraph 44 o f F ina nc ia l A ccounting  S tandards Board (FASB) S tate­
m ent o f F ina nc ia l Accounting  Standards No. 5, A c c o u n t in g  f o r  C o n tin g e n c ie s , 
states the fo llow ing , in  p a rt.
To the  ex te n t th a t an insurance con trac t or re insurance con trac t does not, 
despite its  fo rm , p rov ide fo r in d e m n ifica tio n  o f the  insu red  or the  ceding 
com pany by the in s u re r o r re in su re r aga ins t loss o r lia b ility ,  the  p re m ium  pa id 
less the  am ount o f the  p re m ium  to  be re ta ined  by the  in s u re r o r re in su re r sha ll 
be accounted fo r as a deposit by the  in su re d  o r ceding company.
3. FASB S tatem ent No. 113, A c c o u n t in g  a n d  R e p o r t in g  f o r  R e in s u ra n c e  
o f  S h o r t -D u ra t io n  a n d  L o n g -D u ra t io n  C o n tra c ts , established ce rta in  condi­
tions fo r de te rm in ing  w he ther a reinsurance contract indem nifies aga inst loss 
o r lia b il ity  re la tin g  to insurance ris k . A lthough  e x is ting  accounting lite ra tu re  
does no t provide s im ila r c r ite r ia  to  evaluate w he ther an insurance contract 
indem nifies aga inst loss o r lia b ility , genera lly  accepted accounting p rinc ip les 
(GAAP) requ ire  a d e te rm ina tion  o f w he ther insurance r is k  has been tra n s ­
fe rred  (as discussed in  paragraph 2 above). T h is SOP n e ith e r addresses w h e n  
deposit accounting should be applied nor provides c r ite r ia  to  m ake th is  de te r­
m ina tion . Such guidance is provided on a case-by-case basis in  the applicable 
pronouncem ents.
4. As sta ted above, FASB S tatem ent Nos. 5 and 113 and E m erg ing  Issues 
Task Force (E IT F ) Issue Nos. 93-14, A c c o u n tin g  f o r  M u lt ip le -Y e a r  R e tro sp e c ­
t iv e ly  R a te d  In s u ra n c e  C o n tra c ts  by  In s u ra n c e  E n te rp r is e s  a n d  O th e r  E n te r ­
p r is e s , a nd  93 -6 , A c c o u n t in g  f o r  M u l t ip le - Y e a r  R e tro s p e c t iv e ly  R a te d  
R e in s u ra n c e  C o n tra c ts  by  C e d in g  a n d  A s s u m in g  E n te rp r is e s , each requ ire  th a t 
the deposit m ethod o f accounting be applied w hen parties  en te r in to  insurance 
or reinsurance contracts th a t do no t tra n s fe r insurance ris k . Nevertheless, the 
ex is ting  accounting pronouncem ents do not describe w ha t is m eant by deposit 
accounting in  those circum stances or how  i t  should be applied.
5. The consensus decisions in  FASB E IT F  Issue Nos. 93-14 and 93-6 
provide fu rth e r  guidance on when deposit accounting should be applied to 
reinsurance and insurance contracts.
1 The source is  pa rag raph  1 o f FASB S ta te m e n t N o. 113, A ccoun ting  a n d  R e po rting  fo r  R e in su r­
ance o f  S h o rt-D u ra tio n  a n d  L o n g -D u ra tio n  C ontracts.
2 Terms defined in the Glossary are set in boldface the first time they appear in this SOP.
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Applicability and Scope
6. T h is  SOP provides guidance on how  to  app ly the  deposit m ethod o f 
accounting when i t  is requ ired  fo r insurance and reinsurance contracts th a t do 
no t tra n s fe r insurance risk . These contracts m ay be prospective or re troactive  
in  na tu re . T h is  SOP applies to  a ll en titie s  th a t have entered in to  the  fo llow ing  
k ind s  o f insurance and reinsurance contracts:
a. S h o rt-du ra tio n  insurance and re insurance contracts th a t do no t 
tra n s fe r insurance r is k  as described in  paragraph 44 o f FASB S tate­
m en t No. 5 and, fo r re insurance contracts, as described in  paragraphs 
8 th rough  11 and 18(a) o f FASB S tatem ent No. 113 and E IT F  Issue 
No. 93-6.
b. M u ltip le -ye a r insurance and reinsurance contracts th a t do no t tra n s ­
fe r insurance r is k  or fo r w h ich  insurance r is k  tra n s fe r is no t deter­
m inable. (E IT F  Issue Nos. 93-14 and 93-6 prescribe the  deposit 
m ethod o f accounting fo r m u ltip le -ye a r re trospective ly  ra ted  in su r­
ance and re insurance contracts, respective ly, th a t do no t tran s fe r 
insurance risk .)
However, FASB S tatem ent No. 97, A c c o u n t in g  a n d  R e p o r t in g  b y  In s u ra n c e  
E n te rp r is e s  f o r  C e r ta in  L o n g -D u ra t io n  C o n tra c ts  a n d  f o r  R e a liz e d  G a in s  a n d  
Losses f r o m  th e  S a le  o f  In v e s tm e n ts , and FASB S tatem ent No. 113 e x p lic itly  
provide th a t long-dura tion  life  and h e a lth  insurance contracts th a t do no t 
ind em n ify  aga inst m o rta lity  or m o rb id ity  r is k  should be accounted fo r as 
investm en t contracts as defined and described in  FASB S tatem ent No. 97. 
Therefore, such contracts are no t covered by th is  SOP.
7. T h is SOP does not address or change e x is ting  requ irem ents as to  when 
deposit accounting should be applied. A ppend ix A , “ Illu s tra tio n s  o f A p p lica tion  
o f Conclusions,”  here in , provides examples th a t illu s tra te  the  app lica tion  o f 
ce rta in  p rovisions o f th is  SOP. The illu s tra tio n s  are in tended  as examples only; 
i t  should no t be construed th a t any aspect o f the illu s tra tio n s  establishes or 
changes requ irem ents as to  when deposit accounting should be applied. The 
conclusions in  th is  SOP app ly to  bo th  the  insured  and the in su re r in  an 
insurance contract. The conclusions in  th is  SOP also app ly to  the ced ing and 
assum ing e n tity  in  a reinsurance contract.
Kinds of Contracts
8. The tra n s fe r o f insurance r is k  requ ires tra n s fe rr in g  both  tim in g  r is k  
and u n d e rw ritin g  ris k . Therefore, fo u r possible categories fo r deposit a r­
rangem ents have been id e n tifie d  as fo llows.
a. A n  in s u ra n c e  o r  re in s u ra n c e  c o n tra c t  th a t  tra n s fe rs  o n ly  s ig n if ic a n t  
t im in g  r is k .  For an insurance or re insurance contract to  be consid­
ered to  have trans fe rred  s ign ifican t tim in g  r is k , the  tim in g  o f the loss 
re im bursem ent under the contract m ust be based on the  tim in g  o f 
the  loss event.3 A n  insurance o r reinsurance contract th a t transfe rs 
on ly  s ig n ifica n t tim in g  r is k  lim its  the  am ount o f u n d e rw ritin g  r is k  
to w h ich  the in su re r o r re insu re r is subject and is com m only entered 
in to  by the insured o r ceding e n tity  to provide liq u id ity . These lim ita ­
3 With respect to insurance contracts, the timing of the loss reimbursement under the contract 
would be based on the timing of the payment with respect to the loss event. For reinsurance 
contracts, the timing of the loss reimbursement under the contract would be based on the timing of 
payment by the insured (reinsured) of the underlying loss, as well as when recovery is expected from 
the reinsurer.
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tions m ay re su lt in  an in su ffic ie n t tra n s fe r o f insurance ris k . For 
example, insurance and reinsurance contracts th a t provide fo r ex­
perience ad justm ents m ay ind ica te  th a t a su ffic ien t am ount o f 
u n d e rw ritin g  r is k  has no t been transfe rred . The recovery o f the 
am ount o f the  in it ia l deposit fo r a contract th a t transfe rs  only 
s ign ifican t tim in g  r is k  is no t su b s ta n tia lly  dependent on fu tu re  loss 
experience o f the  insured.
b. A n  in s u ra n c e  o r  re in s u ra n c e  c o n tra c t th a t  tra n s fe rs  o n ly  s ig n if ic a n t  
u n d e r w r it in g  r is k .  F or an insurance o r re insurance contract to  be 
considered to  have trans fe rred  s ig n ifica n t u n d e rw ritin g  ris k , the 
p ro b a b ility  o f a s ign ifican t v a ria tio n  in  the  am ount o f paym ents 
under the insurance or reinsurance contract m ust be more than  
rem ote. Such va ria tio n  m ust also re su lt from  va ria tio n  in  the in ­
sured’s losses, and i t  m ust be a t least reasonably possible th a t the  
in su re r w ill rea lize  a s ig n ifica n t loss from  the transaction . A n  in s u r­
ance o r re insurance contract th a t transfe rs  on ly s ign ifican t under­
w r it in g  r is k  m ay be entered in to  to lessen the  overa ll economic risks  
associated w ith  the  contract and p e rm it a g rea te r am ount o f coverage 
th a n  w ou ld  o therw ise be obta inable  fo r a comparable prem ium . 
Features in  insurance or reinsurance contracts th a t tra n s fe r on ly 
s ign ifican t u n d e rw ritin g  r is k  l im it  the  unce rta in ties  about the t im ­
in g  o f the rece ip t and paym ent o f cash flow , thus, lim it in g  the  am ount 
o f tim in g  r is k  assumed by the  insu re r. A  delayed re im bursem ent o f 
losses by the  in su re r is a possible ind ica tio n  th a t tim in g  r is k  has no t 
been trans fe rred .4 U n lik e  insurance and reinsurance contracts th a t 
tra n s fe r on ly  s ign ifican t tim in g  ris k , the  recovery o f the  am ount o f 
the  in it ia l deposit fo r an insurance or reinsurance contract th a t 
transfe rs  on ly s ign ifican t u n d e rw ritin g  r is k  is su b s ta n tia lly  depend­
ent on the fu tu re  loss experience o f the  insured. Depending on such 
experience, the  in it ia l deposit m ay be recovered or the  recovery m ay 
be s ig n ifica n tly  more or less th a n  the  o rig in a l deposit.
c. A n  in s u ra n c e  o r  re in s u ra n c e  c o n tra c t th a t  t ra n s fe rs  n e ith e r  s ig n i f i ­
c a n t t im in g  n o r  s ig n if ic a n t  u n d e r w r it in g  r is k .  Insurance and re in ­
surance con tracts  th a t tra n s fe r n e ith e r s ig n ific a n t t im in g  nor 
s ig n ifica n t u n d e rw ritin g  r is k  are expected to  be rare.
d . A n  in s u ra n c e  o r  re in s u ra n c e  c o n tra c t w i th  a n  in d e te rm in a te  r is k .  
These insurance and re insurance contracts have u nce rta in  term s, or 
there  is in su ffic ie n t in fo rm a tio n  to reasonably estim ate and allocate 
prem ium s in  p ropo rtion  to  the  pro tection  provided. For example, 
ce rta in  insurance and reinsurance contracts a llow  the  insured  to 
ob ta in  some degree o f coverage fo r m u ltip le  years w ith o u t exposing 
the  in su re r to  a defined leve l o f insurance r is k  each year. U nce rta in ­
ties su rround ing  these insurance and reinsurance contracts are 
analogous to  those o ften associated w ith  fo re ign  p rope rty  and lia b il­
i t y  re insurance as addressed in  SOP 92-5.
For sh o rt-du ra tion  re insurance contracts, FASB S tatem ent No. 113 requires
th a t tw o conditions be m et in  o rder to account fo r th a t contract as reinsurance.
The f ir s t  cond ition  is th a t the  contract m ust tra n s fe r s ign ifican t insurance r is k
4 FASB Statement No. 113, paragraph 9, states, in part, “A  reinsurer shall not be considered to 
have assumed significant insurance risk under the reinsured contracts i f  the probability of a 
significant variation in either the amount or timing of payments by the reinsurer is remote. Contrac­
tual provisions that delay timely reimbursement to the ceding enterprise would prevent this condi­
tion from being met.”
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to  the  re insu re r. The second cond ition  is th a t the contract m ust subject the 
re insu re r to  the reasonable p oss ib ility  o f re a liz in g  a s ign ifican t loss from  the 
transaction , unless su b s ta n tia lly  a ll o f the insurance r is k  re la tin g  to  the 
re insured  portions o f the  u nd e rly in g  insurance contracts has been assumed by 
the  re insu re r. I f  a sh o rt-du ra tion  reinsurance contract does no t m eet the  second 
cond ition  b u t transfe rs  s ign ifican t insurance ris k , then  the  accounting fo r 
contracts th a t tra n s fe r on ly s ign ifican t u n d e rw ritin g  r is k  should be fo llow ed 
(see paragraphs 13 th rough  15 in  th is  SOP).
Conclusions 
Initial Measurement
9. A t inception, a deposit asset o r lia b il ity  should be recognized fo r 
insurance and reinsurance contracts accounted fo r under deposit accounting 
and should be m easured based on the  consideration pa id  o r received, less any 
e x p lic itly  id e n tifie d  prem ium s o r fees to  be re ta ined  by the in su re r or re insu re r, 
irrespective  o f the  experience o f the  contract. Accounting  fo r such fees should 
be based on the te rm s o f the contract. D eposit assets and lia b ilit ie s  should be 
reported on a gross basis, unless the r ig h t o f offset exists as defined in  FASB 
In te rp re ta tio n  No. 39, O ffs e t t in g  o f  A m o u n ts  R e la te d  to  C e r ta in  C o n tra c ts . The 
accounting by the insured  and in su re r are sym m etrica l, except as noted in  
paragraph 15 o f th is  SOP.
Subsequent Measurement
Insurance a n d  Reinsurance Contracts That Transfer O n ly  Significant 
Timing Risk a n d  Insurance a n d  Reinsurance Contracts That Transfer 
N either Significant Timing N o r U nderw riting Risk
10. F or insurance and reinsurance contracts th a t tra n s fe r on ly  s ign ifican t 
tim in g  r is k  o r th a t tra n s fe r n e ith e r s ig n ifica n t tim in g  nor s ign ifican t under­
w r it in g  ris k , the am ount o f the  deposit asset or l ia b il ity  should be adjusted a t 
subsequent rep o rting  dates by ca lcu la ting  the  effective y ie ld  on the  deposit to 
re flec t actua l paym ents to  date and expected fu tu re  paym ents (as discussed in  
paragraph 11 below), w ith  a corresponding c red it or charge to in te re s t income 
or expense. T h is approach is consistent w ith  the in te re s t m ethod described in  
Accounting  P rinc ip les Board (APB) O p in ion  No. 21, In te re s t  on  R e ce iva b le s  a n d  
P a y a b le s , and FASB S tatem ent No. 91, A c c o u n t in g  f o r  N o n re fu n d a b le  Fees a n d  
C osts  A s s o c ia te d  w i th  O r ig in a t in g  o r  A c q u ir in g  L o a n s  a n d  I n i t i a l  D ire c t  C osts  
o f  Leases.
11. The ca lcu la tion  o f the  effective y ie ld  should use the estim ated am ount 
and tim in g  o f cash flows. C onsistent w ith  paragraph 19 o f FASB S tatem ent No. 
91, i f  a change in  the actua l o r estim ated tim in g  o r am ount o f cash flow s occurs, 
the  effective y ie ld  should be reca lcu lated to  re flec t the revised actua l or 
estim ated cash flows. The deposit should be adjusted to  the  am ount th a t w ould  
have existed a t the  balance-sheet date had the  new effective y ie ld  been applied 
since the inception  o f the  insurance or reinsurance contract. Changes in  the 
ca rry ing  am ount o f the  deposit should be reported as in te re s t income or 
in te re s t expense.
12. S ign ifica n t changes in  the expected am ounts o f aggregate cash flows 
are expected to  occur in fre q u e n tly  because o f the  na tu re  o f these k inds o f 
contracts. S hould  a s ig n ific a n t change occur in  th e  to ta l am oun t o f a c tua l o r
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estim ated cash flows, the  enterprise  should determ ine w he ther the  change 
ind icates th a t the contract does include s ign ifican t u n d e rw ritin g  r is k  and 
therefore should be converted to the accounting fo r contracts th a t tra n s fe r on ly 
s ign ifican t u n d e rw ritin g  ris k . (See paragraphs 13 th ro ug h  15 fo r the  account­
in g  guidance fo r insurance and re insurance contracts th a t tra n s fe r on ly s ig n ifi­
cant u n d e rw ritin g  ris k .) In  add ition , a contract th a t transfe rs  on ly s ign ifican t 
tim in g  ris k , w h ich  subsequently is determ ined also to  tra n s fe r s ign ifican t 
u n d e rw ritin g  ris k , cannot be accounted fo r under insurance or reinsurance 
accounting when the revised de te rm ina tion  is made.
Insurance a n d  Reinsurance Contracts That Transfer O n ly  S ignificant 
U nderw riting Risk
13. U n t il such tim e  as a loss is incu rred  th a t w ill be re im bursed under an 
insurance o r reinsurance contract th a t transfe rs  on ly s ign ifican t u n d e rw ritin g  
r is k , the  deposit should be m easured based on the  unexpired  p o rtion  o f the 
coverage provided. Once a loss is incu rred  th a t w ill be re im bursed under such 
a contract, then  the  deposit should be m easured by the present va lue o f the 
expected fu tu re  cash flow s a ris ing  from  the  contract p lus the rem a in ing  unex­
p ired  p o rtion  o f the  coverage provided.
14. Changes in  the  recorded am ount o f the deposit, o ther th a n  the unex­
p ired  p o rtion  o f the coverage provided, a ris ing  from  an insurance or re in su r­
ance contract th a t transfe rs  on ly s ign ifican t u n d e rw ritin g  r is k  should be 
recorded in  an insu red ’s income sta tem ent as an offset aga inst the  loss re ­
corded by the insured  th a t w il l  be re im bursed under the  insurance or re in su r­
ance contract and in  an in su re r’s income sta tem ent as an incu rred  loss. 
Insurance enterprises should record the  reduction  in  the  deposit re la ted  to  the 
unexpired  p o rtion  o f the coverage provided as an ad justm ent to incu rred  losses. 
Insurance enterprises should disclose the  am ounts re la ted  to those deposit 
contracts th a t are reported  in  incu rred  losses in  th e ir  s ta tem ent o f earnings. 
(See paragraph  19.) I f  the insured  is an ente rp rise  o ther th a n  an insurance 
enterprise , the reduction  in  the deposit re la ted  to  the  unexpired  p o rtion  o f the 
coverage provided should be recorded as an expense.
15. F or the  insured  o r ceding enterprise , the  d iscount ra te  used to  dete r­
m ine the  deposit asset should be the cu rre n t ra te  on U n ite d  States governm ent 
ob ligations w ith  s im ila r cash-flow  characteristics, adjusted fo r de fa u lt risk . 
C onsideration o f the  de fa u lt r is k , i f  any, should be based on the  assessment o f 
the  cred itw orth iness o f the  insu re r. F or the  in su re r or assum ing enterprise , the  
d iscount ra te  used to  determ ine the  deposit l ia b il ity  should be the cu rre n t ra te  
on U n ite d  S tates governm ent ob liga tions w ith  s im ila r cash-flow  charac­
te ris tics . These rates should be established a t the date o f each loss incu rred  
and used fo r the  rem a in in g  life  o f the  contract and should no t be changed. I f  
num erous losses occur, the use o f average rates is pe rm itted  because estab­
lish in g  in d iv id u a l ra tes m ig h t requ ire  de ta iled  recordkeeping and com puta­
tions  th a t could be burdensom e and unnecessary to  produce reasonable 
approxim ations o f the resu lts.
Insurance a n d  Reinsurance Contracts W ith Indeterm inate Risk
16. U nce rta in ties  su rround ing  insurance and re insurance contracts w ith  
ind e te rm ina te  r is k  are analogous to  those often associated w ith  fo re ign  prop­
e rty  and lia b il ity  re insurance as addressed in  SOP 92-5. As a resu lt, the  
guidance in  SOP 92-5, regard ing  the  open-year m ethod, should be followed. 
The open-year m ethod should not, however, be used to defer losses th a t 
o therw ise w ou ld  be recognized p u rsuan t to  FASB S tatem ent No. 5.
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17. U nder the  open-year m ethod, the  effects o f the contracts are no t 
included in  the de te rm ina tion  o f ne t income u n til su ffic ien t in fo rm a tio n  be­
comes ava ilab le  to  reasonably estim ate  and allocate prem ium s. The open-year 
m ethod requ ires th a t these effects be aggregated in  the  balance sheet. I f  
su ffic ien t in fo rm a tio n  becomes ava ilab le  to  reasonably estim ate and allocate 
prem ium s, the  insurance or reinsurance contract w ith  ind e te rm ina te  r is k  
should be reclassified  in to  one o f the  th ree  categories as an insurance or 
reinsurance contract th a t transfe rs  n e ith e r s ign ifican t tim in g  nor s ign ifican t 
u n d e rw ritin g  ris k , transfe rs  on ly s ign ifican t tim in g  ris k , or trans fe rs  on ly 
s ign ifican t u n d e rw ritin g  ris k , as appropria te , and accounted fo r accordingly. 
The change in  deposit assets or lia b ilit ie s  th a t re su lt i f  s u ffic ien t in fo rm a tion  
becomes ava ilab le  is trea ted  as a change in  accounting estim ate in  accordance 
w ith  APB O p in ion  20, A c c o u n t in g  C hanges .
Disclosures
18. E n titie s  should disclose a descrip tion  o f the  contracts accounted fo r as 
deposits and the  separate am ounts o f to ta l deposit assets and to ta l deposit 
lia b ilit ie s  reported  in  the  sta tem ent o f fin a n c ia l position.
19. Insurance enterprises should disclose the  fo llow ing  in fo rm a tion  re ­
gard ing  the changes in  the recorded am ount o f the deposit a ris ing  from  an 
insurance or reinsurance contract th a t transfe rs  on ly  s ig n ifica n t u n d e rw ritin g  
ris k :
a. The present values o f in it ia l expected recoveries th a t w il l  be re im ­
bursed under the  insurance or reinsurance contracts th a t have been 
recorded as an ad justm ent to  incu rred  losses
b. A n y  ad justm ent o f am ounts in it ia lly  recognized fo r expected recov­
eries (The in d iv id u a l components o f the ad justm ent (m eaning, in te r­
est accrual, the present va lue o f add itio na l expected recoveries, and 
the  present va lue o f reductions in  expected recoveries) should be 
disclosed separate ly.)
c. The a m o rtiza tion  expense a ttr ib u ta b le  to  the  exp ira tio n  o f coverage 
provided under the  contract
Effective Date and Transition
20. T h is  SOP is effective fo r fin a n c ia l sta tem ents fo r fisca l years begin­
n in g  a fte r June 15, 1999, w ith  e a rlie r adoption encouraged. P reviously issued 
annua l fin a n c ia l sta tem ents should no t be resta ted. The in it ia l app lica tion  o f 
th is  SOP should be as o f the  beg inn ing  o f an e n tity ’s fisca l year (th a t is, i f  the  
SOP is adopted p rio r to  the  effective date and d u rin g  an in te r im  period, a ll 
p r io r in te r im  periods should be restated). The effect o f in it ia lly  adopting  th is  
SOP should be reported as a cum u la tive  effect o f a change in  accounting 
p rinc ip le  (in  accordance w ith  the  provisions o f AP B O p in ion  20).
The p rov is ions  o f th is  S tatem ent need 
n o t be app lied  to  im m a te ria l item s.
Basis for Conclusions
21. Because o f questions raised about the app lica tion  o f the  deposit 
m ethod o f accounting to  insurance and reinsurance contracts th a t do not indem ­
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n ify  aga inst loss or l ia b ility  and the  scarcity o f guidance concerning the  
accounting fo r such contracts, AcSEC believes th a t guidance is needed fo r a ll 
en titie s  th a t en te r in to  insurance and reinsurance contracts th a t are to  be 
accounted fo r as deposits under FASB S tatem ent Nos. 5 ,60 , and 113 and E IT F  
Issue Nos. 93-6 and 93-14. Long-du ra tion  life  and h ea lth  insurance and re in ­
surance contracts th a t do no t ind em n ify  aga inst m o rta lity  and m o rb id ity  r is k  
are no t covered under th is  SOP because FASB S tatem ent Nos. 97 and 113 
provide su ffic ien t guidance on accounting fo r these k inds  o f insurance and 
reinsurance contracts.
22. P aragraph 44 o f FASB S tatem ent No. 5 states the  fo llow ing.
To the  ex te n t th a t an insurance con trac t or re insurance con trac t does not, 
despite its  fo rm , p rov ide fo r in d e m n ifica tio n  o f the  insured  o r the  ceding 
com pany by the  in s u re r o r re in su re r aga ins t loss or lia b ility ,  the  p re m ium  pa id  
less the  am ount o f the  p re m ium  to  be re ta ined  by the  in s u re r or re in su re r sha ll 
be accounted fo r as a deposit by the  in su re d  o r ceding company. Those contracts 
m ay be s tru c tu re d  in  va rious ways, b u t if ,  regard less o f fo rm , th e ir  substance 
is  th a t a ll o r p a rt o f the  p re m ium  pa id  by the  in su re d  o r the  ceding com pany is 
a deposit, i t  sh a ll be accounted fo r as such.5
T h a t guidance also is incorporated in  paragraph 18(a) o f FASB S tatem ent 
N o .113.
23. The consensus in  E IT F  Issue No. 93-6 states, the fo llow ing , in  part.
The Task Force reached a consensus th a t in  order to  be accounted fo r as 
re insu rance , a con trac t th a t re insu res r is k  a ris in g  from  sh o rt-d u ra tio n  in s u r­
ance con tracts m u s t m eet a ll o f the  fo llo w in g  conditions: (1) the  con trac t m ust 
q u a lify  as a sh o rt-d u ra tio n  con trac t unde r pa rag raph 7(a) o f S ta tem en t 60, (2) 
the  con trac t m ust no t con ta in  fea tu res th a t p reven t the  r is k  tra n s fe r c r ite r ia  
in  paragraphs 8 th ro u g h  13 o f S ta tem en t 113 from  be ing reasonably app lied  
(and those c r ite r ia  m us t be m et), and (3) the  u ltim a te  p re m ium  expected to  be 
pa id  o r received un de r the  con trac t m us t be reasonably estim able and allocable 
in  p ro po rtion  to  the  re insu rance p ro tection  provided as requ ired  by pa rag raph 
14(a) and (b) o f S ta tem ent 60 and pa rag raph  21 o f S ta tem ent 113. I f  any o f 
these cond itions are  no t m et, a deposit m ethod o f accounting should be app lied  
by the  ceding and assum ing enterprises.
The consensus in  E IT F  No. 93-14 states, the fo llow ing , in  p a rt.
The Task Force reached a consensus th a t in  order to  be accounted fo r as 
insurance, an insurance  con trac t m us t in d e m n ify  the insu red  as req u ire d  by 
pa rag raph  44 o f S ta tem ent 5. F o r those con tracts th a t do no t p rov ide in d e m n i­
fica tio n , the  p re m ium  pa id , less the  am oun t o f the  p re m ium  to  be re ta ine d  by 
the  in su re r, should be accounted fo r as a deposit by the  insured.
Initial Measurement
24. T h is SOP states th a t, a t inception, insurance and reinsurance con­
trac ts  accounted fo r under deposit accounting should be m easured based on the  
consideration paid  o r received, less any e x p lic itly  id e n tif ie d  p rem ium s o r fees
5 FASB Statement No. 113 amended FASB Statement No. 5 to include the following footnote at 
the end of paragraph 44: “Paragraphs 8 to 13 of FASB Statement No. 113, A cco u n tin g  a n d  R e po rting  
fo r  R einsurance o f S h o rt-D u ra tio n  a n d  L o n g -D u ra tio n  C ontracts , identify conditions that are re­
quired for a reinsurance contract to indemnify the ceding enterprise against loss or liability and to be 
accounted for as reinsurance. Any transaction between enterprises to which FASB Statement No. 60, 
A ccoun ting  a n d  R e po rting  by Insu rance  E nte rp rises , applies must meet those conditions to be 
accounted for as reinsurance.”
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to  be re ta ined  by the  in su re r o r re insu re r, irrespective  o f the  experience o f the 
contract. The provisions o f paragraph 44 o f FASB S tatem ent No. 5 and para­
graph 18a o f FASB S tatem ent No. 113 state th a t “ fo r those contracts th a t do 
no t provide ind em n ifica tion , the  p rem ium  paid, less the  am ount o f the pre­
m iu m  to  be re ta ined  by the insu re r, should be accounted fo r as a deposit by the  
insured .”  AcSEC believes th a t i t  m ay be d iffic u lt, i f  no t im possible, to  reason­
ab ly determ ine the  am ount o f the p rem ium  to  be re ta ined  by the in su re r when 
in it ia lly  m easuring  the  deposit unless i t  is e x p lic it ly  id e n tifie d  in  the contract 
because the im p lic it ra te  o f in te re s t in  the contract re flects a com bination  o f 
cons ide ra tions in c lu d in g  p re v a ilin g  m a rk e t ra tes, u n c e rta in ty  reg a rd in g  
am ounts and tim in g  o f cash flows, as w e ll as ranges o f possible m arg ins th a t 
m ay be re ta ined  by the  insu re r. The accounting provided in  th is  SOP is s im ila r 
to  accounting fo r prepa id  insurance.
Insurance and Reinsurance Contracts That Transfer Only 
Significant Timing Risk and Insurance and Reinsurance 
Contracts That Transfer Neither Significant Timing Nor 
Significant Underwriting Risk
25. AcSEC concluded th a t the revenue and expense associated w ith  in ­
surance and re insurance contracts th a t tra n s fe r on ly  s ign ifican t tim in g  risk , 
and w ith  insurance and reinsurance contracts th a t tra n s fe r n e ith e r s ign ifican t 
tim in g  n or s ig n ifica n t u n d e rw ritin g  r is k  are a ttr ib u ta b le  p r im a r ily  to  the  tim e  
va lue o f money. According ly, AcSEC concluded th a t the in te re s t m ethod de­
scribed in  FASB S tatem ent No. 91 is the  appropria te  m odel to app ly  to these 
k inds  o f insurance and reinsurance contracts. AcSEC also concluded th a t 
changes in  actua l o r estim ates o f tim in g  and, where applicable, the  am ount o f 
cash flow s under such insurance and reinsurance contracts should be ac­
counted fo r consistent w ith  paragraph 19 o f FASB S tatem ent No. 91 by 
reca lcu la ting  the  effective y ie ld  fo r the en tire  contract.
Insurance and Reinsurance Contracts That Transfer Only 
Significant Underwriting Risk
26. T h is  SOP requires th a t deposits under insurance and re insurance 
contracts th a t tra n s fe r on ly  s ig n ifica n t u n d e rw ritin g  r is k  be m easured based 
on the  unexpired  p o rtion  o f the  coverage provided u n t il such tim e  as a loss is 
incu rred  th a t w ill be re im bursed under the  contract. Once a loss is incu rred  
th a t w il l  be re im bursed under the  insurance or re insurance contract th a t 
trans fe rs  on ly  s ign ifican t u n d e rw ritin g  ris k , the deposit is to  be m easured by 
the present va lue o f the  expected fu tu re  cash flow s a ris in g  from  the  contract 
p lus the  rem a in in g  unexpired  p o rtion  o f the  o rig in a l deposit fo r the  coverage 
provided.
27. AcSEC considered a v a rie ty  o f discount ra tes and concluded th a t the 
deposit should be m easured by the  present va lue o f expected fu tu re  cash flows 
discounted a t the  cu rre n t risk -fre e  ra te  ava ilab le  in  the  m arke t, adjusted fo r 
de fa u lt r is k  associated w ith  the in su re r’s cred itw orth iness in  the  case o f a 
deposit asset. AcSEC also discussed w he ther th is  ra te  should continue to  be 
used in  subsequent periods (often re fe rred  to  as the lo c k - in  co n ce p t) o r w he ther 
the ra te  should change th ro ug h ou t the rem a in ing  life  o f the  contract. AcSEC 
concluded th a t the  ra te  should be established a t the  date o f each loss incu rred  
and used u n til the  expected cash flow s associated w ith  the  loss are collected. 
AcSEC believes th a t changes th a t occur are o n ly  changes in  the  e s tim a te  o f
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cash flows and, therefore, the ra te  should no t change. In  those circum stances 
in  w hich  there  is more th a n  one loss, there  w ill be d iffe re n t ra tes fo r each o f the 
loss occurrences. I f  num erous losses occur, estab lish ing  these ra tes m ig h t 
requ ire  deta iled  recordkeeping and com putations th a t could be burdensome as 
w e ll as unnecessary to  produce reasonable approxim ations o f the resu lts. 
Therefore, the  use o f average rates is perm itted .
28. F or insurance and re insurance contracts th a t tra n s fe r insurance r is k  
(m eaning contracts th a t tra n s fe r bo th  u n d e rw ritin g  and tim in g  risk ), the 
purchaser (who is  in  a comparable pos ition  to  the  insu red  or ceding e n tity ) pays 
a fixed  or determ inable  am ount and receives a r ig h t to  an u nce rta in  fu tu re  
re tu rn . E stim ated  recoveries under such contracts genera lly  are recorded a t 
undiscounted am ounts. F or insurance and re insurance contracts th a t tran s fe r 
on ly s ign ifican t u n d e rw ritin g  ris k , the  deposit is m easured by the  present 
value o f the expected fu tu re  cash flows. AcSEC believes th a t th is  difference in  
m easurem ent— between insurance and reinsurance contracts th a t tran s fe r 
insurance r is k  and those th a t tra n s fe r on ly  s ign ifican t u n d e rw ritin g  r is k — ap­
p ro p ria te ly  reflects the d iss im ila ritie s  in  these contracts, p rin c ip a lly  the fa il­
u re  o f contracts th a t tra n s fe r on ly s ign ifican t u n d e rw ritin g  r is k  to  m atch the 
tim in g  o f the  recoveries to the tim in g  o f the  paym ents o f the loss.
29. W hen an asset or l ia b ility  is m easured by d iscounting  expected fu tu re  
cash flows, the  present va lue o f such asset or l ia b il ity  w ill increase from  one 
rep o rting  period to  the next as a re su lt o f the  passage o f tim e  (assum ing th a t 
the actua l o r expected tim in g  and am ount o f cash flows rem a in  constant). 
Nevertheless, the  present va lue o f a deposit under an insurance o r reinsurance 
contract th a t transfe rs  on ly  s ign ifican t u n d e rw ritin g  r is k  m ay change from  one 
rep o rting  period to the next as a re s u lt o f no t on ly  the  passage o f tim e  b u t also 
the changes in  actua l or estim ated tim in g  and am ount o f cash flows.
30. AcSEC considered w he ther the  change in  the  present va lue o f the cash 
flows should be recognized e n tire ly  as in te re s t re la ted , e n tire ly  as u n d e rw rit­
in g  re la ted  (o ffse tting  the recorded loss under the  insurance o r re insurance 
contract), or p a rtly  as in te re s t re la ted  and p a rtly  u n d e rw ritin g  re la ted . AcSEC 
concluded th a t the en tire  change should be recognized in  the  income sta tem ent 
as an offset to  the  loss recorded by the  insured  th a t w ill be re im bursed under 
the  insurance or reinsurance contract th a t trans fe rs  on ly  s ig n ifica n t under­
w r it in g  ris k . W ith  regard  to  insurance enterprises and because o f the  s ig n ifi­
cance o f am ounts recorded as incu rred  losses by these enterprises, AcSEC 
believes th a t d isclosure o f the  components o f the  deposit th a t are recorded in  
incu rred  losses is appropria te . AcSEC noted th a t, i f  the  a m o u n t  o f expected 
fu tu re  cash flows under the  deposit contract changes, the rep o rting  e n tity  w ill 
re p o rt both  a change in  the  deposit and a corresponding change re la ted  to  the  
u nd e rly in g  loss accrual; AcSEC concluded th a t bo th  o f those changes should be 
recognized in  a s im ila r m anner. A d d itio n a lly , because th is  k in d  o f contract 
transfe rs  s ign ifican t u n d e rw ritin g  ris k , AcSEC considered i t  inapp rop ria te  to 
recognize the  e n tire  change in  the  present value o f the  cash flow s as in te res t 
re la ted . AcSEC also concluded th a t the costs o f accounting separate ly fo r the  
in te res t-re la ted  component o f the change in  the  present value o f the cash flows 
outw eighed the  benefits o f such separate accounting. AcSEC noted the  fo llow ­
ing  areas in  w h ich  the in te res t-re la ted  component o f a change in  the  present 
value o f an asset or l ia b il ity  is recognized as an opera ting  ite m  ra th e r th a n  as 
in te re s t re la ted :
a. Accounting  fo r long-dura tion  insurance lia b ilit ie s  and changes in  
cash surrender va lue o f life  insurance contracts
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b. Accounting for pension and other post-retirement benefit expenses
c. Accounting generally used when insurance claim liabilities are meas­
ured on a discounted basis
d. Accounting for a change in the present value of an impaired loan
31. AcSEC considered a variety of possible ways to apply deposit account­
ing to insurance and reinsurance contracts that transfer only significant 
underwriting risk. The following graph, which is based on the example in 
Appendix A, “Illustrations of Application of Conclusions,” paragraphs A.6 
through A.9, illustrates the effects of four alternative methods of accounting 
for insurance and reinsurance contracts that transfer only significant under­
writing risk that were considered by AcSEC. In this example, the insured or 
ceding entity pays an initial premium of $1,000 and expects to recover $5,000 
at the end of Year 8 based on an actual loss incurred by the insured. A  delayed 
reimbursement clause mitigates timing risk.6
32. AcSEC eliminated from consideration the cash basis and the undis­
counted value of cash flows methods because they fail to properly reflect the 
time value of money, the receivable or payable under the contract, or both.
33. AcSEC concluded that the interest method fails to recognize that the 
$5,000 incurred loss is a discrete event that has been recorded under the 
contract in Year 1 giving rise to the ultimate recovery of $5,000 in Year 8.
Asset Balance
1 2 3 4 5 6 7 8 Years
SOP Method— Discounted Value of Cash Flows 
Interest Method
Undiscounted Value of Cash Flows 
Cash Basis
Insurance and Reinsurance Contracts With Indeterminate Risk
34. In insurance and reinsurance contracts with indeterminate risk, 
there are uncertain terms, or there is insufficient information to reasonably 
estimate and allocate premiums in proportion to the protection provided. 
Paragraph 15 of SOP 92-5 provides that, in circumstances in which a foreign 
ceding entity cannot provide the information required by the assuming entity 
to estimate both the ultimate premiums and the appropriate periods of recog­
nition, the open-year method should be used.
6 The table only presents the recovery under the contract and does not depict the underlying 
loss associated with the contract.
$
5 ,000
4,000
3,000
2,000 
1,000
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35. AcSEC concluded th a t unce rta in ties  su rround ing  these insurance and 
re insurance contracts are analogous to  those o ften associated w ith  fo re ign  
p rope rty  and lia b il ity  re insurance as addressed in  SOP 92-5. As a resu lt, the  
guidance in  SOP 92-5 as to  the open-year m ethod should be fo llowed.
36. I f  su ffic ien t in fo rm a tio n  becomes ava ilab le  to  reasonably estim ate 
and a llocate prem ium s, the  insurance o r reinsurance contract w ith  in d e te rm i­
nate r is k  should be reclassified in to  one o f th ree  categories as an insurance or 
reinsurance contract th a t transfe rs  n e ith e r s ign ifican t tim in g  nor u n d e rw rit­
in g  ris k , transfe rs  on ly s ig n ifica n t tim in g  r is k , or transfe rs  on ly s ign ifican t 
u n d e rw ritin g  ris k , as appropria te , and accounted fo r accordingly. FASB S tate­
m ent No. 113 provides th a t the  d e te rm ina tion  o f w he ther a contract transfe rs  
r is k  should be evaluated a t the  inception  o f the contract. There are no p ro v i­
sions in  FASB S tatem ent No. 113 th a t provide fo r subsequent reeva lua tion  o f 
a contract. Therefore, AcSEC concluded th a t w hen su ffic ien t in fo rm a tion  
becomes ava ilab le  to  reasonably estim ate  and allocate prem ium s, the  account­
in g  fo r an insurance o r re insurance contract, w ith  ind e te rm ina te  r is k  a t its  
inception, should be reclassified  as an insurance o r reinsurance contract th a t 
does one o f the  fo llow ing :
1. Transfers ne ither s ign ifican t tim in g  nor s ign ifican t u nd erw riting  r is k
2. T ransfers on ly s ign ifican t tim in g  r is k
3. T ransfers on ly s ign ifican t u n d e rw ritin g  r is k
As appropria te , the  reclassified contract should be accounted fo r accordingly 
using  deposit accounting as described in  th is  SOP.
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APPENDIX A
Illustrations of Application of Conclusions
A .1. The fo llo w in g  examples illu s tra te  the  app lica tion  o f the conclusions in  
th is  SOP. The illu s tra tio n s  are in tended as examples only; i t  should no t be 
construed th a t any aspect o f the  illu s tra tio n s  establishes o r changes req u ire ­
m ents as to  w hen deposit accounting should be applied. R ather, the  examples 
illu s tra te  how deposit accounting is to be applied when i t  is  determ ined th a t i t  
should be applied u nder o the r accounting lite ra tu re . These examples illu s tra te  
the  accounting by the  insured. The accounting by the in su re r w ou ld  be sym ­
m etrica l, except as noted in  paragraph 15 o f th is  SOP.
Insurance and Reinsurance Contracts That Transfer Neither 
Significant Timing Nor Significant Underwriting Risk
A .2 . T h is  exam ple illu s tra te s  the  accounting by the insured  fo r an in s u r­
ance or re insurance contract th a t transfe rs  n e ith e r s ign ifican t tim in g  nor 
s ig n ifica n t u n d e rw ritin g  ris k . The facts are as shown in  the fo llo w in g  table.
P rem ium  $1,000
Coverage period 1 year
Expected recoveries $250 a t the  end o f each year fo r five  years
Im p lic it in te re s t ra te  8 percent(*)
(*) P resent value o f $250 per year fo r five  years a t 8 percent = $1,000.
A .3 . A t contract inception, the  insured  records a $1,000 asset. Changes in  
the am ount o r tim in g  o f cash flows are no t an tic ipa ted . As they are received, 
cash recoveries reduce the ca rry ing  am ount o f the  deposit, and the  ca rry ing  
am ount o f the  deposit is increased a t each rep o rting  date by the  am ount o f the 
in te re s t earned d u rin g  the  period. The exam ple assumes th a t the  en terprise  is 
re p o rtin g  re la ted  fin a n c ia l in fo rm a tio n  as o f the  end o f each year, as shown in  
the  fo llo w in g  table .
8 -P e rc e n t C a sh  D e p o s it
D e s c r ip t io n In te re s t  In c o m e R ecove ries B a la n c e
In it ia l paym ent $1,000
Y ear 1 $ 80 1,080
E nd o f Y ear 1 $ (250) 830
Y ear 2 66 896
E nd o f Y ear 2 (250) 646
Y ear 3 52 698
End o f Y ear 3 (250) 448
Y ear 4 36 484
E nd o f Y ear 4 (250) 234
Y ear 5 16 250
E nd o f Y ear 5 (250) 0
Tota ls $250 $(1,250) $ 0
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Insurance and Reinsurance Contracts That Transfer Only 
Significant Timing Risk
A .4. T h is  exam ple illu s tra te s  the  accounting by the insured  fo r an in s u r­
ance or re insurance contract th a t trans fe rs  on ly s ign ifican t tim in g  ris k . The 
facts are as shown in  the fo llo w in g  table.
P rem ium  $1,000
Coverage period 1 year 
In it ia l expected
recoveries $225 per year (a t end o f year) fo r five  years
In it ia l im p lic it ra te  4 percent(*)
(*) Present va lue o f $225 per year fo r five  years a t 4 percent = $1,000.
T h is  im p lic it ra te  o ften w ill  be less th a n  the cu rre n t risk -free  ra te  because o f 
the  unce rta in ties  as to  the  tim in g  o f cash flows in  the  insurance o r reinsurance 
contract.
A .5 . A t contract inception, the insu red  records a $1,000 asset. Though the  
to ta l am ount ($1,125) is  lik e ly  to be paid, changes in  estim ates o f the  tim in g  o f 
cash flow s are expected. A t  each subsequent rep o rting  date, the  am ount o f the  
deposit w ou ld  be increased by the am ount o f in te re s t earned d u rin g  the  period, 
ca lculated using  the  estim ated fu tu re  cash flow s to  determ ine the  th en -cu rre n t 
im p lic it d iscount ra te  (th is  is consistent w ith  the  retrospective approach in  
app ly ing  the  in te re s t m ethod). A t  the  end o f Y ear 2, the  tim in g  o f an tic ipa ted  
recoveries under the insurance o r re insurance contract is  revised. A  reeva lu ­
a tion  o f the  im p lic it in te re s t ra te  produces a ra te  o f 3.63 percent and an asset 
o f $640 a t the  end o f the  year. G iven the  change in  the  expected tim in g  o f cash 
flows a t the  end o f Y ear 2, the ca rry ing  am ount o f the  asset w ou ld  be calculated 
as shown in  the  fo llo w in g  table.
C a sh  D e p o s it
D e s c r ip t io n  In te re s t  In c o m e R ecove ries B a la n c e
In it ia l paym ent 
Y ear 1 (4 percent)(*) $ 40
$1,000
1,040
E nd o f Y ear 1 $ (225) 815
Y ear 2 (4 percent) 33 848
E nd o f Y ear 2 (200) 648
Y ie ld  ad justm ent (8) 640
Y ear 3 (3.63 percent) 23 663
E nd o f Y ear 3 (175) 488
Y ear 4 (3.63 percent) 18 506
E nd o f Y ear 4 (175) 331
Y ear 5 (3.63 percent) 12 343
E nd o f Year 5 (175) 168
Y ear 6 (3.63 percent) 7 175
E nd o f Year 6 (175) 0
Tota ls $125 $(1,125) $ 0
(*) Im p lic it rate a t the inception o f the insurance or reinsurance contract.
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Insurance and Reinsurance Contracts That Transfer Only 
Significant Underwriting Risk
A.6. T his exam ple illu s tra te s  the  accounting by the  insured  fo r an in s u r­
ance or re insurance contract th a t transfe rs  on ly  s ign ifican t u n d e rw ritin g  risk . 
The facts are as shown in  the  fo llo w in g  table .
In it ia l P rem ium  $1,000
Coverage period 1 year
Expected recoveries Could aggregate up to $10,000 w ith  none
paid p rio r to Year 8 regardless o f when the 
insured incurs or pays a loss
A.7. A  delayed re im bursem ent clause, w h ich  provides th a t the  fu l l  am ount 
w ill be pa id  to  the  insured  or ceding e n tity  a t the  end o f Y ear 8, m itiga tes  tim in g  
ris k . A  $5,000 loss is incu rred  a t the  end o f Y ear 1 and is expected to  be recovered 
a t the end o f Year 8. The risk -free  ra te  o f in te re s t in  Year 1 fo r the  period from  
the  loss to  the expected paym ent date, adjusted fo r de fau lt r is k , is  6 percent. 
(For the  insu re r, the  risk -free  ra te  w ould  be used b u t i t  w ou ld  no t be adjusted 
fo r de fa u lt r is k .) A t the end o f Y ear 3, the  estim ated loss is increased from  
$5,000 to  $6,000.
A.8. A t contract inception, the  insured  records a $1,000 asset. The $1,000 
am ount is am ortized  over the  coverage period o f one year. I f  the  $5,000 loss is 
incu rred , the insu red  increases the  am ount o f the asset by the  present va lue  o f 
the  $5,000. (Note th a t the  insu red  has recorded the  en tire  $5,000 loss from  the 
und e rly in g  event in  the  same period.) A t each subsequent rep o rting  date, the 
p o rtion  o f the  ca rry ing  am ount o f the asset a ttr ib u ta b le  to  the  incu rred  loss 
w ould be reca lcu lated by d iscoun ting  the estim ated fu tu re  cash flows.
A.9. The ca rry ing  am ount o f the asset w ou ld  be ca lcu lated as shown in  the
fo llow ing  table .
O ffs e t to  C a sh
R e co rd e d  R e cove ries  D e p o s it
D e s c r ip t io n  A m o r t iz a t io n  Losses a t  E n d  o f  Y e a r B a la n c e
In it ia l paym ent $1,000
A m o rtiza tio n  $1,000 0
Year 1 $3,325(* (†) (‡) 3,325(†)
Y ear 2 200 3,525
Year 3 211 3,736
A d jus tm en t 747 4,483(‡)
Y ear 4 270 4,753
Y ear 5 284 5,037
Y ear 6 303 5,340
Y ear 7 320 5,660
Y ear 8 _______ 340 $6,000 _____ 0
Tota ls $1,000 $6,000 $6,000 $____ 0
(*) The loss occurred on the  la s t day o f the  year.
(†) The present va lue  o f $5,000 received a fte r seven years discounted a t 6 
percent. A t the  end o f Y ear 1, there  is no rem a in ing  deposit app licable  to  the 
unexpired  po rtion  o f the  coverage because i t  is a one-year contract.
(‡) The present value o f $6,000 received a fte r five years discounted a t 6 percent.
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Conversion From a Contract That Transfers Neither Significant 
Timing Risk Nor Significant Underwriting Risk or a Contract 
That Transfers Only Significant Timing Risk to a Contract That 
Transfers Significant Underwriting Risk
A .10. The fo llow ing  illu s tra tio n  b u ilds  on the  examples in  paragraphs A .4 
and A .5. I t  uses the  same assum ptions and facts as th a t exam ple fo r the  f ir s t  
tw o years; however, a t the  end o f Y ear 3, the estim ated recovery is increased 
from  $1,125 to  $1,950 (w ith  the rem a in in g  recovery to  be $450 per year fo r the  
rem a in ing  th ree  years). F o r purposes o f th is  exam ple, assume the  m agnitude 
o f the  change in  the  estim ated recovery is  such th a t a de te rm ina tion  should be 
reached th a t the  contract does include s ig n ifica n t u n d e rw ritin g  risk . The 
risk -free  ra te  o f in te re s t a t Year 1 is  6 percent adjusted fo r de fa u lt r is k . In  
add ition , th is  ra te  w ou ld  be u tiliz e d  when appropria te  fo r the  life  o f the  
contract.
D e s c r ip t io n
In te re s t
In c o m e
O ffs e t to  
R e co rd e d  
Losses
C a sh  
R ecove ries  
a t  E n d  o f  Y e a r
D e p o s it
B a la n c e
In it ia l paym ent 
Y ear 1 
(4 percent) $40 $ (225)
$1,000
815
Y ear 2 
(4 percent) 25(* (†)‡ (200) 640
Y ear 3
(3.63 percent) 23
$715(†)
72
(175) 488
A d jus tm e n t 
Y ear 4 
(6 percent) (450)
1,203(‡)
825
Year 5 
(6 percent) 50 (450) 425
Y ear 6 
(6 percent) 25 (450) 0
Tota ls $88 $862 $(1,950) $ 0
(*) The in te re s t income ad justm ent a t 4 percent o f $33 less the  y ie ld  ad jus t­
m ent o f $8 equals $25.
(†) A t the  end o f Y ear 3, there  is  a change in  the  estim ated recovery to  $1950. 
The paym ent o f the rem a in in g  losses w ill  occur over th ree  years, in  Years 4,
5, and 6.
(‡) The present va lue o f $450 per year fo r three years d iscounted a t 6 percent 
(the risk -free  ra te  a t the  tim e  o f the  loss adjusted fo r d e fa u lt risk ).
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APPENDIX B 
Discussion of Comments Received on the 
Exposure Draft
B .1. A n  exposure d ra ft o f a proposed S tatem ent o f Position, D e p o s it A c ­
c o u n t in g :  A c c o u n t in g  f o r  In s u ra n c e  a n d  R e in s u ra n c e  C o n tra c ts  T h a t  D o  N o t  
T ra n s fe r  In s u ra n c e  R is k ,  was issued fo r pub lic  com m ent on June 3 0 , 1997, and 
d is trib u te d  to  a v a rie ty  o f in te rested  parties  to  encourage comm ent by those 
who w ould  be affected by the  proposal. T w en ty-th ree  comm ent le tte rs  were 
received in  response on the  exposure d ra ft. The m ost s ign ifican t and pervasive 
comments received were in  the  fo llow ing  areas:
a. Scope
b. K inds  o f contracts
c. R isk tra n s fe r c r ite r ia  fo r d irec t insurance contracts
d. R ecognition o f fees to  be re ta ined  by the in su re r or re insu re r
e. D iscount ra te
f .  A ccounting  fo r contracts th a t tra n s fe r on ly  s ign ifican t u n d e rw ritin g  
r is k
Scope
B .2. The guidance regard ing  scope in  the exposure d ra ft caused some 
confusion. Several respondents requested c la rifica tio n  about the  k inds  o f in s u r­
ance contracts th a t w ould be covered by the  SOP. AcSEC c la rified  the  guidance 
to exp la in  th a t the  SOP applies to contracts th a t do no t tran s fe r insurance r is k , 
except fo r those contracts w h ich  F inanc ia l A ccounting  Standards Board (FASB) 
S ta tem en ts  o f F in a n c ia l A cco un tin g  S tandards Nos. 97, A c c o u n t in g  a n d  
R e p o r t in g  by  In s u ra n c e  E n te rp r is e s  f o r  C e r ta in  L o n g -D u ra t io n  C o n tra c ts  a n d  
f o r  R e a liz e d  G a in s  a n d  Lo sse s  f r o m  th e  S a le  o f  In v e s tm e n ts  and 113, A c c o u n t­
in g  a n d  R e p o r t in g  f o r  R e in s u ra n c e  o f  S h o r t -D u ra t io n  a n d  L o n g -D u ra t io n  
C o n tra c ts , p rovide e xp lic it guidance.
Kinds of Contracts
B .3. Several com m ent le tte rs  expressed concern about the  com plexity  o f 
the various contract types. AcSEC continues to  believe th a t the  va rious deposit 
categories are appropria te  and adequately capture the  m a jo rity  o f po te n tia l 
k inds  o f contracts.
B .4 . F or sho rt-du ra tion  reinsurance contracts, FASB S tatem ent No. 113 
requ ires th a t tw o  conditions be m et in  o rder to  account fo r th a t contract as 
re insurance. The f ir s t  cond ition  is th a t the contract m ust tra n s fe r s ign ifican t 
insurance r is k  to  the re insu re r. The SOP provides guidance on accounting fo r 
contracts th a t fa il to tra n s fe r one o r bo th  o f these risks , w h ich  m ust be 
trans fe rred  fo r a contract to be considered to  have trans fe rred  s ign ifican t 
insurance ris k . FASB S tatem ent No. 113 also provides a second cond ition  th a t 
m ust be m et fo r a contract to receive reinsurance accounting. The second condition
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is  th a t the contract m ust subject the  re insu re r to  the  reasonable p o ss ib ility  o f 
rea liz in g  a s ign ifican t loss from  the transaction , unless su b s ta n tia lly  a ll o f the 
insurance r is k  re la tin g  to  the  re insu red  portions o f the  u nd e rly in g  insurance 
contracts has been assumed by the  re insu re r. The exposure d ra ft d id  no t 
specifica lly  id e n tify  th is  s itu a tio n . The SOP has been changed to  state th a t fo r 
sh o rt-du ra tion  reinsurance contracts th a t do no t m eet the second cond ition, b u t 
th a t do tra n s fe r s ign ifican t insurance ris k , the accounting fo r these reinsurance 
contracts should be the same as the accounting fo r contracts th a t tra n s fe r on ly 
s ign ifican t u n d e rw ritin g  ris k . AcSEC believes th a t fo r sh o rt-du ra tion  re in su r­
ance contracts to sa tis fy  the  requ irem ents o f paragraph 9a o f FASB S tatem ent 
No. 113, there  is an expectation th a t there  is v a r ia b ility  in  the  am ount and 
tim in g  o f expected cash flows. Therefore, the  accounting fo r contracts th a t 
tra n s fe r on ly  s ign ifican t u n d e rw ritin g  r is k  w ou ld  be appropria te .
Risk Transfer Criteria for Direct Insurance Contracts
B.5. Several com m ent le tte rs  expressed concern th a t the  r is k  tra n s fe r 
c r ite r ia  from  FASB S tatem ent No. 113 were being applied to d irec t insurance 
contracts. Paragraph 44 o f FASB S tatem ent No. 5, A c c o u n t in g  f o r  C o n tin g e n ­
c ies, and FASB S tatem ent No. 60, A c c o u n t in g  a n d  R e p o r tin g  by  In s u ra n c e  
E n te rp r is e s , do not specifica lly sta te  r is k  tran s fe r c r ite r ia  in  the  same m anner 
as does FASB S tatem ent No. 113. The SOP’s objective is to  address how to  
account fo r contracts th a t do no t tra n s fe r insurance r is k  and consequently m ust 
be accounted fo r as deposit accounting. The SOP is no t in tended to  provide a 
m ethod to  determ ine w he ther r is k  tra n s fe r exists.
Recognition of Fees to Be Retained by the Insurer or Reinsurer
B.6. Several comments were received on the  in it ia l m easurem ent o f the 
deposit asset or l ia b ility  re la tin g  to  the  recogn ition  o f fees to  be re ta ined  by the 
in su re r o r re insu re r. AcSEC continues to believe th a t such fees should be 
m easured based on the  consideration paid  or received, less any e xp lic itly  
id e n tifie d  p rem ium s or fees to be re ta ined  by the in su re r or re insu re r, based 
upon the te rm s and conditions o f the  contract. AcSEC believes th a t a reasonable 
de te rm ina tion  o f p rem ium s or fees is o rd in a rily  no t possible a t the  inception  o f 
the contract. Each contract should be evaluated based on its  re levan t te rm s and 
conditions.
Discount Rate
B.7. The use o f a risk -free  in te re s t ra te  locked in  a t the loss event was 
addressed in  several com m ent le tte rs . Several respondents believe th a t th is  
m ethod is inconsistent w ith  o the r accounting lite ra tu re  and believe the  ra te  
does no t fu lly  recognize the  cu rre n t m a rke t va lue o f the deposit. AcSEC believes 
th a t the m ethod chosen is consistent w ith  o the r recent lite ra tu re  issued. The 
SOP has been changed to  e x p lic it ly  docum ent th a t AcSEC believes th a t changes 
th a t occur are on ly changes in  the  estim ate o f expected cash flow s resu ltin g  
from  the  previous loss event and, therefore, the  ra te  should no t change. I t  is 
no t AcSEC’s in te n tio n  to  m easure the deposit am ount on a fa ir-va lue  basis.
Accounting for Contracts That Transfer Only Significant 
Underwriting Risk
B.8. The accounting in  the SOP prescribes th a t recoveries fo r contracts 
th a t tra n s fe r o n ly  s ig n ific a n t u n d e rw ritin g  r is k  to  be recognized th ro u g h  u n ­
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d e rw ritin g  income. Some respondents believe th a t the  accounting is inconsis­
te n t w ith  FASB S tatem ent No. 113. O the r respondents believe th a t these k inds  
o f contracts should receive re insurance accounting under FASB S tatem ent No. 
113 when a recovery under the  contract occurs. Some changes in  the  balance 
o f the  am ount recoverable are re la ted  to  u n d e rw ritin g  ac tiv itie s  and i t  is, 
therefore, reasonable to  include th a t a c tiv ity  in  the  u n d e rw ritin g  account. 
AcSEC believes th a t b ifu rca tio n  or a fin an c ia l approach th a t w ould  allocate 
u n d e rw ritin g  and in te re s t components w ou ld  be preferable; however, cu rren t 
insurance company GAAP does not p e rm it th a t approach. Therefore, AcSEC 
continues to  believe th a t the  accounting described in  the  SOP is appropriate .
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Glossary
Assuming e n tity  (or enterprise). The p a rty  th a t receives a re insurance pre­
m iu m  in  a re insurance transaction . The assum ing ente rp rise  (or re insu re r) 
accepts an ob liga tion  to  re im burse  a ceding enterprise  under the  te rm s o f 
the  re insurance contract.
Ceding e n tity  (or enterprise). The p a rty  th a t pays a reinsurance p rem ium  in  
a reinsurance transaction . The ceding ente rp rise  receives the r ig h t to  
re im bursem ent from  the assum ing ente rp rise  under the  te rm s o f the 
reinsurance contract.
Experience adjustm ent. A  provis ion  in  an insurance o r reinsurance contract 
th a t m odifies the  p rem ium , coverage, comm ission, or a com bination  o f the 
th ree, in  whole or in  pa rt, based on experience under the contract.
Insurance risk . The r is k  a ris ing  from  unce rta in ties  about both  u n d e rw ritin g  
r is k  and tim in g  ris k . A c tua l or im pu ted  investm en t re tu rn s  are no t an 
e lem ent o f insurance ris k . Insurance r is k  is fo rtu ito us ; the  p oss ib ility  o f 
adverse events occurring  is outside the  contro l o f the insured.
T im ing risk . The r is k  a ris ing  from  unce rta in ties  about the  tim in g  o f the 
rece ip t and paym ents o f the ne t cash flows from  prem ium s, commissions, 
claim s, and c la im  se ttlem ent expenses pa id  under a contract.
U nderw riting  risk . The r is k  a ris in g  from  unce rta in ties  about the u ltim a te  
am ount o f ne t cash flows from  prem ium s, commissions, cla im s, and cla im  
se ttlem ent expenses pa id  under a contract.
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NOTICE TO READERS
Statem ents o f Position  on accounting issues present the conclusions 
o f a t least tw o -th ird s  o f the Accounting  Standards Executive Com­
m ittee , w h ich  is the  senior techn ical body o f the  In s titu te  authorized 
to  speak fo r the  In s titu te  in  the  area o f fin a n c ia l accounting and 
reporting . S ta tem ent on A u d itin g  Standards No. 69, T h e  M e a n in g  o f  
Present F a ir ly  in  C on fo rm ity  W ith  G enera lly Accepted A ccounting 
P rinc ip les, ide n tifie s  A IC P A  S tatem ents o f P osition  th a t have been 
cleared by the  F inanc ia l A ccounting S tandards Board as sources o f 
established accounting p rinc ip les in  category b o f the  h ie ra rchy  o f 
genera lly  accepted accounting p rinc ip les  th a t i t  establishes. A IC P A  
members should consider the  accounting p rinc ip les in  th is  S ta tem ent 
o f Position  i f  a d iffe re n t accounting trea tm en t o f a transac tion  or 
event is no t specified by a pronouncem ent covered by Rule 203 o f the 
A IC P A  Code o f P rofessional Conduct. In  such circum stances, the  
accounting tre a tm e n t specified by the S tatem ent o f Position  should 
be used, or the  m em ber should be prepared to  ju s t ify  a conclusion 
th a t another tre a tm e n t b e tte r presents the  substance o f the  transac­
tio n  in  the  circum stances.
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SUMMARY
T his S ta tem ent o f P osition  (SOP) provides guidance on accounting by insurance 
enterprises fo r dem utua liza tions and the  fo rm a tion  o f m u tu a l insurance ho ld ­
in g  companies (M IH C ). The SOP also applies to  stock insurance enterprises 
th a t app ly  SOP 95-1 , A c c o u n t in g  f o r  C e r ta in  In s u ra n c e  A c t iv it ie s  o f  M u tu a l  L i fe  
In s u ra n c e  E n te rp r is e s , to account fo r p a rtic ip a tin g  policies th a t m eet the  
c r ite r ia  o f paragraph 5 o f SOP 95-1.
The SOP specifies the  fo llow ing :
•  F in a n c ia l s ta te m e n t p re s e n ta tio n  o f  th e  c lo sed  b lo c k . Closed b lock 
assets, lia b ilit ie s , revenues, and expenses should be d isplayed to ­
gether w ith  a ll o the r assets, lia b ilit ie s , revenues, and expenses o f the 
insurance enterprise  based on the n a tu re  o f the p a rtic u la r item , w ith  
appropria te  disclosures re la tin g  to  the  closed block.
•  A c c o u n t in g  f o r  p re d e m u tu a liz a t io n  p a r t ic ip a t in g  c o n tra c ts  a f te r  the  
d e m u tu a liz a t io n  d a te  o r  fo rm a t io n  o f  a n  M IH C  a n d  f o r  s to ck  in s u ra n c e  
e n te rp r is e s  th a t  h a ve  a d o p te d  S O P  9 5 -1 . A  dem utua lized  insurance 
ente rp rise  should continue to  app ly the  guidance o f SOP 95-1 to its  
p a rtic ip a tin g  contracts issued before the date o f dem utua liza tion  or 
fo rm a tion  o f the  M IH C  th a t are w ith in  the  scope o f SOP 95-1. However, 
the  segregation o f u n d is trib u te d  accum ulated earnings on p a rtic ip a t­
in g  contracts is m ean ing fu l in  a stock life  insurance company, because 
the objective o f such presen ta tion  is to  id e n tify  am ounts th a t are no t 
d is trib u ta b le  to  stockholders. Therefore, a fte r the date o f dem u tu a li­
za tion  or fo rm a tion  o f an M IH C , the  provisions o f paragraphs 41 and 
42 o f F inanc ia l Accounting  S tandards Board (FASB) S tatem ent o f 
F ina nc ia l Accounting  S tandards No. 60, A c c o u n t in g  a n d  R e p o r t in g  b y  
In s u ra n c e  E n te rp r is e s , re la tin g  to  d ividends on p a rtic ip a tin g  contracts 
should a pp ly  to  such contracts sold before the  date o f dem utua liza tion  
or fo rm a tion  o f the  M IH C .
•  E m e rg e n ce  o f  e a rn in g s . C um ula tive  actua l closed b lock earnings in  
excess o f the  expected period ic am ounts ca lcu lated a t the date o f 
dem utua liza tion  o r fo rm a tion  o f an M IH C  or, i f  no t p racticab le  fo r 
insurance enterprises th a t dem utua lized  o r form ed an M IH C  p rio r to  
Ja nu ary  1, 2001, as o f the  beg inn ing  o f the  year o f adoption o f th is  
SOP, th a t w il l  no t in u re  to  the  stockholders should be recorded as an 
a dd itio na l l ia b il ity  to closed b lock policyholders (re fe rred  to  as a 
po licyho lder d iv idend  ob liga tion).
•  A c c o u n t in g  f o r  p a r t ic ip a t in g  p o lic ie s  s o ld  o u ts id e  th e  c lo sed  b lo c k  a f te r  
th e  d a te  o f  d e m u tu a liz a t io n  o r  fo rm a t io n  o f  a n  M IH C .  SOP 95-1 
should be app lied  to  p a rtic ip a tin g  policies th a t m eet its  conditions and 
are sold outside the  closed b lock a fte r the date o f dem utua liza tion  or 
fo rm a tion  o f the  M IH C . However, p rovisions o f paragraphs 41 and 42 
o f FASB S tatem ent No. 60 re la tin g  to  d ividends on p a rtic ip a tin g  
contracts should app ly to  such contracts sold a fte r the  date o f dem u­
tu a liz a tio n  o r fo rm a tion  o f an M IH C .
•  A c c o u n t in g  f o r  expenses re la te d  to  a  d e m u tu a liz a t io n  a n d  th e  fo rm a t io n  
o f  a n  M IH C .  D ire c t increm enta l costs re la ted  to  a d em utua liza tion  or 
fo rm a tion  o f an M IH C  should be classified as a single lin e  ite m  w ith in  
income from  con tinu ing  operations.
•  A c c o u n t in g  f o r  re ta in e d  e a rn in g s  a n d  o th e r  c o m p re h e n s iv e  in co m e  a t  
th e  d a te  o f  d e m u tu a liz a t io n  a n d  fo rm a t io n  o f  a n  M IH C .  A n  insurance 
enterprise  th a t dem utua lizes in  a d is tr ib u tio n - fo rm  d e m u tu a liza tio n
AAG-PLI APP U
376 Property and L ia b ility  Insurance Com panies
should rec lassify  a ll its  re ta ined  earnings as o f the  dem utua liza tion  
date to  cap ita l stock and add itio na l p a id -in  cap ita l accounts (the 
cap ita l accounts). A  subscrip tion-fo rm  dem utua liza tion  does no t by 
its e lf  re s u lt in  rec lassifica tion  o f re ta ined  earnings. The e qu ity  ac­
counts o f an M IH C  a t the  date o f fo rm a tion  should be determ ined using  
the  p rinc ip les fo r transactions o f companies under common contro l, 
w ith  the  am ount o f re ta ined  earnings o f the  dem utua lized  insurance 
enterprise , before rec lassifica tion  to  the  cap ita l accounts, being re ­
ported as re ta ined  earnings o f the  M IH C . Because the  accounting 
bases and ca rry ing  am ounts o f assets and lia b ilit ie s  are no t changed 
as a consequence o f dem utua liza tion  or fo rm a tion  o f an M IH C , the 
am ounts in  accum ulated o ther comprehensive income should also no t 
be changed as a consequence o f dem utua liza tion  o r fo rm a tion  o f an 
M IH C .
•  A c c o u n t in g  f o r  a  d is t r ib u t io n  f r o m  a n  M IH C  to  i t s  m e m b e rs . Because 
the  m embers o f an M IH C  are also policyho lders o f the  stock insurance 
subsid ia ry, a d is tr ib u tio n  by an M IH C  to  its  members should be 
accounted fo r according to  the  substance o f the  transaction . Unless 
there  are substantive  independent th ird -p a rty  stockholders, the  d is­
tr ib u tio n  should be accounted fo r as a po licyho lder d iv idend.
T h is  SOP applies to  past and fu tu re  dem utua liza tions or fo rm ations o f an 
M IH C . F or those th a t occur a fte r December 31, 2000, th is  SOP is  effective on 
the date o f the  dem utua liza tion  o r fo rm a tion  o f the M IH C . F or a dem utua liza ­
tio n  o r fo rm a tion  o f an M IH C  th a t occurred on or before December 31, 2000, 
th is  SOP, w ith  the  exception o f paragraph 18, should be applied re tro ac tive ly  
th ro ug h  resta tem ent or rec lassifica tion , as appropria te , o f a ll p rev ious ly  issued 
fin a n c ia l sta tem ents no la te r th a n  the  end o f the  fisca l year th a t begins a fte r 
December 1 5 , 2000. A  stock insurance ente rp rise  th a t has elected to adopt SOP 
95-1 and th a t d id  no t convert from  a m u tu a l life  insurance ente rp rise  should 
app ly the provisions o f paragraph 17 o f th is  SOP re tro ac tive ly  th rough  resta te ­
m en t o f a ll p rev iously issued fin a n c ia l sta tem ents no la te r th a n  the  end o f the 
fisca l year th a t begins a fte r December 15, 2000. P aragraph 18 o f th is  SOP is 
effective upon issuance w ith  resta tem ent requ ired  fo r those expenses presented 
in  fin an c ia l sta tem ents fo r any period presented fo r com parative purposes. 
E a rly  adoption o f th is  SOP is encouraged.
The beg inn ing  balance o f re ta ined  earnings and, i f  necessary, any o the r com­
ponents o f stockholders’ equ ity , fo r the  e a rlie s t year presented should be 
adjusted fo r the  effect o f resta tem ent o r rec lassifica tion  as o f the  e a rlie s t year 
resta ted. In  the  year th is  SOP is  f ir s t  app lied, the  fin a n c ia l sta tem ents should 
disclose the effect on income before e x tra o rd in a ry  item s, net income, and 
re la ted  per share am ounts fo r each year resta ted  or reclassifed. I f  the  a c tua ria l 
ca lcu la tion  is prepared as o f the  beg inn ing  o f the  year o f adoption o f th is  SOP, 
its  im p lem en ta tion  w ill  no t re s u lt in  resta tem ent to  recognize a po licyho lder 
d iv idend  ob liga tion . Pro fo rm a  in fo rm a tio n  fo r years p rio r to  a dem utua liza tion  
or fo rm a tion  o f an M IH C  is no t requ ired .
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FOREWORD
The accounting guidance conta ined in  th is  docum ent has been cleared by the 
F ina nc ia l Accounting  Standards Board (FASB). The procedure fo r c learing  
accounting guidance in  documents issued by the  Accounting  S tandards Execu­
tive  C om m ittee (AcSEC) invo lves the  FASB rev iew ing  and d iscussing in  pub lic  
board m eetings (1) a prospectus fo r a p ro ject to  develop a document, (2) a 
proposed exposure d ra ft th a t has been approved by a t least ten  o f AcSEC’s 
fifte e n  members, and (3) a proposed fin a l docum ent th a t has been approved by 
a t least ten  o f AcSEC’s fifte e n  m embers. The docum ent is cleared i f  a t least five  
o f the seven FASB m em bers do no t object to  AcSEC u nd e rta k in g  the  pro ject, 
issu ing  the  proposed exposure d ra ft, o r a fte r considering the  in p u t received by 
AcSEC as a re su lt o f the  issuance o f the  exposure d ra ft, issu ing  a fin a l 
document.
The c r ite r ia  app lied by the  FASB in  its  rev iew  o f proposed projects and proposed 
documents include the  fo llow ing :
1. The proposal does no t con flic t w ith  cu rre n t or proposed accounting 
requ irem ents, unless i t  is  a lim ite d  circum stance, u sua lly  in  special­
ized in d u s try  accounting, and the  proposal adequately ju s tif ie s  the  
departure.
2. The proposal w il l  re su lt in  an im provem ent in  practice.
3. The A IC P A  dem onstrates the need fo r the proposal.
4. The benefits o f the  proposal are expected to  exceed the  costs o f 
app ly ing  it .
In  m any s itua tions, p r io r to  clearance, the FASB w ill propose suggestions, 
m any o f w h ich  are included in  the documents.
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Accounting by Insurance Enterprises for 
Demutualizations and Formations of Mutual 
Insurance Holding Companies and for Certain 
Long-Duration Participating Contracts
Introduction and Background
1. M u tu a l insurance enterprises d iffe r from  stock insurance enterprises 
in  th a t th ey  do no t have stockholders. The enterprise  is considered to  be owned 
by policyho lders whose insurance contracts embody th e ir  r ig h ts  as insureds 
and as members o f the  m u tu a l insurance enterprise . M any m u tu a l insurance 
enterprises are seeking enhanced fin a n c ia l f le x ib ility  and b e tte r access to 
cap ita l m arke ts  to  support long-te rm  g row th  and to  accom plish stra teg ic 
in itia tiv e s . In  lig h t o f those economic factors as w e ll as increased com petition  
and regu la to ry  considerations, there  has been a recent tren d  fo r ce rta in  m u tu a l 
insurance companies to  dem utua lize  o r to fo rm  m u tu a l insurance ho ld ing  
companies (M IH C ). The process o f d e m u tu a liza tio n 1 or fo rm a tion  o f an 
M IH C  is  subject to  sc ru tin y  and approval by state insurance regu la to ry  
a u tho rities . M ost states have some fo rm  o f dem utua liza tion  sta tu te . A  range o f 
d em u tu a liza tion  s ta tu tes and regu la tions ex is t fo r insurance enterprises. 
T yp ica lly , those law s contem plate a d irec t and fu ll reo rgan iza tion  o f the  
m u tu a l in su re r to a stock form . In  accordance w ith  some dem utua liza tion  
sta tu tes, e lig ib le  policyholders receive stock, p o lic y  c red its , po licyho lder 
benefits, cash, or subscrip tion  rig h ts  as consideration fo r th e ir  m em bership 
in te res t. T h is  S tatem ent o f Position  (SOP) uses the  te rm  d is t r ib u t io n - fo rm  
d e m u tu a liz a t io n  to re fe r to  s itua tions  in  w h ich  e lig ib le  policyholders receive 
stock, po licy cred its, add itio na l po licyho lder benefits, cash or r ig h ts  to  purchase 
stock a t favorable term s. T h is SOP uses the  te rm  s u b s c r ip t io n - fo rm  d e m u tu a li­
z a t io n  to  re fe r to s itua tions  in  w h ich  e lig ib le  policyholders receive on ly the 
r ig h t to  purchase stock in  the insurance enterprise  or its  p a ren t a t te rm s 
essen tia lly  equ iva len t to  the te rm s offered to  independent th ird  parties.
2. The process fo r a lloca ting  the  aggregate consideration among e lig ib le  
policyholders varies based on in d iv id u a l company circum stances and applica­
ble regu la to ry  sta tu tes. The a lloca tion  process genera lly  consists o f a fixed  and 
a va riab le  component. The fixed  component represents consideration fo r e lig i­
b le policyho lders’ m em bership in te re s t in  the m u tu a l in su re r and consists o f a 
g iven num ber o f shares per po licyho lder (or sometimes, per policy). The v a r i­
able component represents consideration fo r e lig ib le  policyho lders’ co n tribu ­
tio n  to  the  value o f the  insu re r. The variab le  component o f the  aggregate 
compensation is a llocated to  policyholders in  p ropo rtion  to the  a c tu a ria l c o n tri­
butions o f th e ir  e lig ib le  policies, i f  positive. A  po licy ’s a c tua ria l con tribu tion  
consists o f its  h is to rica l equ ity  share (the policy’s past co n tribu tion  to  company 
equ ity) and, in  m ost cases, the  prospective e qu ity  share (the present value o f 
the po licy’s expected fu tu re  con tribu tions to company equity).
3. A n  a lte rn a tive  to  dem utua liza tion , in  the ju risd ic tio n s  where i t  is 
pe rm itted , is  fo r a m u tu a l insurance ente rp rise  to  fo rm  an M IH C . The m u tu a l
1 Terms defined in the glossary are in boldface type the first time they appear in this Statement 
of Position.
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in su re r is converted to  a stock insurance enterprise  and becomes a stockholder- 
owned e n tity  th a t operates as a subs id ia ry  o f the new ly  form ed M IH C . A ll the 
in it ia l stock o f the  reorganized enterprise  is issued to  the  M IH C ; M IH C  
governance is established by the  fo rm er m u tu a l insurance en te rp rise ’s board 
o f d irectors. The converted stock in su re r m ay generate a dd itio na l cap ita l 
th ro ug h  an in it ia l o r subsequent pub lic  o ffe ring ; however, m ost sta tu tes specify 
th a t the  M IH C  m ust own g reate r th an  50 percent o f the  vo ting  r ig h ts  o f the 
converted in su re r to  ensure th a t the M IH C  m a in ta ins  effective contro l. The 
policyho lders o f the  converted in su re r become members o f the M IH C  th rough  
the  tra n s fe r o f th e ir  m u tu a l m em bership in te rests to  the  M IH C , re ta in in g  the 
same vo ting  rig h ts  they had previously. Po licyholders w ith  p a rtic ip a tin g  
insurance con tracts  re ta in  th e ir  p a rtic ip a tin g  contract in  the  converted 
stock insu re r, b u t u n like  in  a d em utua liza tion , there  is no d is tr ib u tio n  o f equ ity  
or subscrip tion  r ig h ts  to policyholders. A  num ber o f states have enacted or are 
cu rre n tly  contem p la ting  enactm ent o f M IH C  sta tu tes.
4. A  dem utua liza tion  or fo rm a tion  o f an M IH C  in  and o f its e lf  does not 
constitu te  a change in  ow nership th a t requires a change in  the h is to rica l 
accounting bases or c a rry in g  am ounts o f assets and lia b ilitie s . P aragraph 24 
o f F inanc ia l Accounting  S tandard  Board (FASB) Technical B u lle tin  (TB ) 85-5, 
Issu e s  R e la t in g  to  A c c o u n t in g  f o r  B u s in e s s  C o m b in a t io n s , states in  p a rt, “ In  the 
special case o f a m u tu a l or cooperative ente rp rise  th a t converts to  stock 
ow nership fo r purposes o f e ffecting  a business com bination, the conversion is 
no t a s h ift o f e qu ity  ow nersh ip  from  one group o f e qu ity  owners to  another. I t  
is a s h ift from  a fo rm  o f o rgan ization  th a t has no substantive  equ ity  ownership 
to one th a t has.” T h is SOP does not address w ha t constitu tes a change in  
ow nership or re p o rtin g  e n tity  th a t w ou ld  requ ire  a change in  basis fo r the 
reported  assets and lia b ilitie s .
5. M ost o f the  past dem utua liza tions and a t least one o f the past M IH C  
conversions have been accompanied or fo llow ed by an in it ia l pub lic  o ffe ring  o f 
the stock o f a dem utua lized  insurance ente rp rise  or an in te rm ed ia te  ho ld ing  
company o f the  M IH C . In  connection w ith  a dem utua liza tion  o r the  fo rm a tion  
o f an M IH C , some state insurance departm ents requ ire  th a t a closed b lock  
or a lte rna tive  m echanism  be established fo r ce rta in  p a rtic ip a tin g  insurance 
policies to  p ro tect the  adjustab le  policy features and d iv idend  expectations o f 
p a rtic ip a tin g  life  insurance policyholders from  the com peting in te rests o f 
stockholders. T yp ica lly , the p lan  o f d e m u tua liza tion  describes how the 
closed b lock w ill operate. The closed b lock assets and cash flows provided by 
those assets (see paragraph 8 o f th is  SOP) w ill no t in u re  to  the stockholders o f 
the  dem utua lized  company; instead, a ll cash flows from  those assets w ill be 
used to  bene fit the  closed b lock policyholders (absent regu la to ry  approval to 
the con tra ry  o r insolvency o f the  insu re r). Because the insurance enterprise  
rem ains obligated to  provide fo r m in im u m  guarantees under the p a rtic ip a tin g  
policy, i t  is consequently possible under ce rta in  circum stances th a t funds from  
outside the  closed b lock w ill  have to  be used to  m eet the contractua l benefits o f 
the closed b lock policyholders. The assets designated to  the  closed b lock are 
subject to the same lia b ilitie s , w ith  the same p r io r ity  in  the  case o f insolvency 
or in  liq u id a tio n , as assets outside the  closed block. In  m any s itua tions, 
commissions and o the r expenses (in c lud ing  m anagem ent expenses) o f operat­
in g  and a dm in is te ring  the  closed b lock w ill  no t be charged to  the  closed block. 
Unless the  state insurance departm ent consents to  an e a rlie r te rm in a tio n , the 
closed b lock w ill continue in  effect u n t il the  date on w h ich  none o f the policies 
in  the  closed b lock rem ains in  force.
6. A lte rn a tive s  to  the  closed b lock have arisen in  practice encompassing, 
fo r a num ber o f types o f contracts, various mechanisms believed by the insurance
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enterprise  and state insurance regu la tors to  be appropria te  in  the  specific 
circum stances. Closed b lock a lte rn a tive  m echanisms have been used in  lie u  o f 
closed blocks fo r ce rta in  p a rtic ip a tin g  life  contracts to com m it to  the  insurance 
reg u la to r th a t the insurance company w ill continue to  fo llow  its  established 
d iv idend  practices. Closed b lock a lte rna tive  m echanisms also have been used 
to p ro tect nonguaranteed elements o f p a rtic ip a tin g  and n o n p a rtic ip a tin g  
insurance con tracts  such as in te re s t cred its on deferred annu ities  and 
ad justab le  p rem ium s on adjustab le  p rem ium  te rm  business. In  some in ­
stances, the m ethodology and lim ita tio n s  defined in  the agreements w ith  the 
state insurance regu la tors have considered on ly specific p ro fit components, 
such as m o rta lity  experience on a b lock o f te rm  insurance o r investm ent 
spreads on a b lock o f annu ities , and in  o ther instances have considered v ir tu ­
a lly  a ll components o f p roduct p ro fita b ility . I f  there  is a lim ita tio n  on the 
p ro fits  th a t m ay in u re  to the stockholders, there  is an agreem ent between the 
insurance company and the  insurance regu la tors th a t defines (a) the  contracts 
covered by the  lim ita tio n , (b ) the  p ro fit lim ita tio n  ca lcu la tion, and (c) the 
tim in g  and m anner (fo r exam ple, as policy d ividends, reduced prem ium s, or 
a dd itio na l benefits) in  w h ich  am ounts th a t m ay no t be d is trib u te d  to  stockhold­
ers are to  be d is trib u te d  to  policyholders. The conclusions reached in  th is  SOP 
app ly to  a ll fo rm a l closed blocks and to  closed b lock a lte rn a tive  m echanisms to 
the  exten t the  concepts are applicable to  them , and are re fe rred  to  as c losed  
b lo c k  in  th is  SOP.
Operation of the Closed Block
7. The process o f fo rm a tion  o f the  closed b lock is negotiated between the 
insurance company and the  applicable sta te  insurance regu la tors. E stim a ted  
fu tu re  cash flows are considered in  de te rm in ing  the na tu re  and am ount o f 
assets designated to  the  closed block. The assets th a t are designated to  the 
closed b lock are expected to  produce cash flows su ffic ien t to  sa tis fy  the  ob liga­
tions o f the  closed block, as w e ll as the con tinua tion  o f po licyho lder d iv id e n d  
scales and policy cred its  before the dem utua liza tion , i f  the  u nd e rly in g  expe ri­
ence continues. A c tua l po licy d ividends paid  m ay be increased o r decreased 
based on the  effect o f fu tu re  events, such as investm en t experience, m o rta lity  
gains o r losses, and pers istency o f the  closed b lock policies. The assets 
designated to  the closed b lock continue to be accounted fo r as they were before 
the date o f dem utua liza tion .
8. The specific po licyho lder contracts designated fo r inc lus ion  in  the 
closed b lock are p a rt o f the negotia tion  process w ith  the  insurance regu la tors. 
The po licyho lder lia b ilit ie s  fo r those closed b lock p a rtic ip a tin g  policies con­
tin u e  to be ca lcu lated u nder the provisions o f SOP 95-1 , A c c o u n t in g  f o r  C e r ta in  
In s u ra n c e  A c t iv it ie s  o f  M u tu a l L i fe  In s u ra n c e  E n te rp r is e s , and FASB S tate­
m ent o f F inanc ia l Accounting  S tandards Nos. 60, A c c o u n t in g  a n d  R e p o r t in g  by  
In s u ra n c e  E n te rp r is e s , and 97, A c c o u n t in g  a n d  R e p o r t in g  by  In s u ra n c e  E n te r ­
p r is e s  f o r  C e r ta in  L o n g -D u ra t io n  C o n tra c ts  a n d  f o r  R e a liz e d  G a in s  a n d  Losses  
f r o m  th e  S a le  o f  In v e s tm e n ts , as w e ll as th is  SOP.
9. I f  cash flows from  the closed b lock assets and experience o f the closed 
b lock are, in  the aggregate, more or less favorable th a n  assumed in  the fu nd ing  
o f the  closed block, to ta l d ividends pa id  to closed b lock policyholders could 
d iffe r from  the  o rig in a l d iv idend  assum ptions. N e t favorable deviations in  
closed b lock perform ance, unless reversed by subsequent unfavorable  experi­
ence, w ill be availab le  fo r d is tr ib u tio n  over tim e  on ly to  closed b lock po licyho ld­
ers and w ill  no t be ava ilab le  to  the  insurance ente rp rise  or its  stockholders. N e t
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unfavorable  deviations could re su lt in  reduced d iv idends to closed b lock p o li­
cyholders, unless reversed by fu tu re  favorable experience or u ltim a te ly  funded 
from  assets outside o f the  closed block.
10. Regardless o f the closed block’s perform ance, the  insurance enterprise  
is obligated to  pay guaranteed benefits under the policies in  accordance w ith  
th e ir  term s. I f  the  cash flows from  the assets a llocated to  the  closed b lock and 
the policies inc luded  in  the  closed b lock prove to be in su ffic ie n t to  pay the 
benefits guaranteed under the  policies included in  the  closed block, the  in s u r­
ance ente rp rise  w ill be requ ired  to  m ake those paym ents from  assets outside 
o f the  closed block.
Applicability and Scope
11. T h is  SOP is applicable to  a ll insurance enterprises subject to  FASB 
S tatem ent No. 60 th a t dem utua lize  or fo rm  an M IH C  or have done so before 
the effective date o f th is  SOP. However, i f  an insurance enterprise  dem utua l­
ized before the effective date o f FASB S tatem ent No. 120, A c c o u n t in g  a n d  
R e p o r t in g  by M u tu a l In s u ra n c e  E n te rp r is e s  a n d  by  In s u ra n c e  E n te rp r is e s  fo r  
C e r ta in  L o n g -D u ra t io n  P a r t ic ip a t in g  C o n tra c ts , th is  SOP does no t requ ire  the 
insurance ente rp rise  to  app ly SOP 95-1 unless i t  had p reviously elected to do 
so. F or those stock insurance enterprises th a t app ly  the  p rovisions o f SOP 95-1, 
the provisions o f paragraph 17 o f th is  SOP apply.
Conclusions
Financial Statement Presentation of the Closed Block
12. Closed b lock assets, lia b ilitie s , revenues, and expenses should be 
displayed together w ith  a ll o the r assets, lia b ilitie s , revenues, and expenses o f 
the  insurance ente rp rise  based on the na tu re  o f the  p a rtic u la r ite m , w ith  
appropria te  disclosures re la tin g  to  the  closed block. (See paragraphs 24 and 25 
o f th is  SOP.)
Accounting for Predemutualization Participating Contracts After 
the Demutualization Date or Formation of an MIHC
13. The accounting guidance in  SOP 95-1 is the  appropria te  accounting 
m ethod fo r p a rtic ip a tin g  policies th a t m eet the  conditions o f paragraph 5 o f 
SOP 95-1 and, therefore, an insurance ente rp rise  should continue to app ly th a t 
guidance to  dem utua lized  insurance enterprises’ p a rtic ip a tin g  contracts is ­
sued before the date o f dem utua liza tion  o r fo rm a tion  o f an M IH C . However, 
the  segregation o f u n d is trib u te d  accum ulated earnings on p a rtic ip a tin g  con­
trac ts  is m ean ing fu l in  a stock life  insurance company, because the  objective o f 
such presen ta tion  is to id e n tify  am ounts th a t are no t d is trib u ta b le  to  stock­
holders. Therefore, a fte r the date o f d e m u tua liza tion  or fo rm a tion  o f an 
M IH C , the provis ions o f paragraphs 41 and 42 o f FASB S tatem ent No. 60 
re la tin g  to  d ividends on p a rtic ip a tin g  contracts should app ly to  those contracts 
sold before the date o f dem utua liza tion  or fo rm a tion  o f an M IH C .
Emergence of Earnings
14. The am ounts to  be included in  net income re la tive  to  assets and 
lia b ilit ie s  included in  the  closed b lock are lim ite d , based on a ca lcu la tion  
prepared as o f the  date o f dem utua liza tion  o r fo rm a tion  o f an M IH C  or, i f  not 
p racticab le  fo r insurance enterprises th a t dem utua lized  or form ed an M IH C  
p rio r to  Ja nu ary  1, 2001, as o f the  beg inn ing  o f the year o f adoption o f th is  SOP
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(a c tu a ria l ca lcu la tio n  date). As o f the  a c tua ria l ca lcu la tion  date, the gener­
a lly  accepted accounting p rinc ip les (GAAP) ca rry ing  am ount o f closed b lock 
lia b ilit ie s  w ill ty p ic a lly  exceed the  GAAP ca rry ing  am ount o f closed block 
assets. C e rta in  o f those assets, such as debt securities classified as availab le- 
for-sale under FASB S tatem ent No. 115, A c c o u n t in g  f o r  C e r ta in  In v e s tm e n ts  in  
D e b t a n d  E q u ity  S e c u r it ie s , w ill be ca rried  a t fa ir  va lue w ith  unrea lized  ho ld ing  
gains and losses included in  o the r comprehensive income u n t il realized. A  
dem utua liza tion  o r fo rm a tion  o f an M IH C  does not, in  and o f itse lf, constitu te  
a change in  ow nersh ip  th a t resu lts  in  the  rea liza tion  o f those unrea lized  gains 
and losses. Instead, those unrea lized  gains and losses w ill be rea lized  over the 
period the  closed b lock policies rem a in  in  force, as are a ll o the r transactions 
re la tin g  to  the closed b lock assets and lia b ilitie s . As a resu lt, the  GAAP 
ca rry ing  am ounts o f the closed b lock assets m ust be adjusted to  remove those 
unrea lized  am ounts to determ ine the  m axim um  fu tu re  earnings (before item s 
th a t m ay no t have been considered in  the fu nd ing  o f the closed block, such as 
commissions and m aintenance expenses; see paragraph 6 o f th is  SOP) th a t 
w ould  be recognized in  income over the  period the policies in  the  closed b lock 
rem a in  in  force. F or example, as p a rt o f the  negotia tions su rround ing  the 
closed b lock and d em utua liza tion  process, the  insurance ente rp rise  m ay agree 
w ith  the insurance reg u la to r to designate p a rtic ip a tin g  policies w ith  a GAAP 
ca rry ing  am ount ( lia b ility )  o f $2,500,000,000 fo r the  closed block. F ixed m a tu r­
ity  availab le-for-sale  investm ents w ith  a ca rry ing  va lue and fa ir  va lue o f 
$2,300,000,000 and an am ortized cost o f $2,240,000,000 are designated as the  
closed b lock assets. I f  there  are no o ther assets or lia b ilit ie s  included in  the 
closed block, the m axim um  fu tu re  earnings from  the closed b lock th a t w ould 
be recognized in  income over the  period in  w h ich  the  closed b lock rem ains in  
force is $260,000,000.
15. The changes in  the  ne t closed b lock  lia b ility  over tim e  represents 
the expected closed b lock GAAP co n trib u tio n  to the earnings o f the in su re r th a t 
in u re  to  the  bene fit o f the  stockholders. As o f the  a c tua ria l ca lcu la tion  date, a 
ca lcu la tion  is developed th a t represents the cash flows expected to  be gener­
ated from  the  assets and lia b ilit ie s  inc luded  in  the  closed block. Based on th a t 
ca lcu la tion  (the a c tu a ria l ca lcu la tion ), the  period ic expected changes in  the 
ne t closed b lock lia b il ity  (on a GAAP basis), w h ich  is a fte r the  e lim in a tio n  o f 
the effect o f the applicable item s o f o the r comprehensive income should be 
derived. The a c tua ria l ca lcu la tion  should be based on a best estim ate  (w ith  no 
p rovis ion  fo r adverse devia tion) o f the  fu tu re  perform ance o f the closed block 
assets and lia b ilit ie s  as o f the  a c tu a ria l ca lcu la tion  date. C um ula tive  actua l 
closed b lock earnings in  excess o f the  cum u la tive  expected period ic am ounts 
reflected in  the  a c tu a ria l ca lcu la tion  do no t in u re  to  the stockholders and 
should be recorded as an add itio na l l ia b ility  to closed b lock policyholders 
(re fe rred  to  as a po licyho lder d iv idend  ob liga tion). Those am ounts w ill  re s u lt 
in  a dd itio na l fu tu re  d ividends to  closed b lock policyholders unless o therw ise 
offset by less-favorable-than-expected fu tu re  perform ance o f the closed block.
Determination of the Policyholder Dividend Obligation
16. The a c tua ria l ca lcu la tion  described above should continue to  be used 
in  subsequent accounting periods to  determ ine the  change in  the  po licyho lder 
d iv idend  ob liga tion . The a c tua ria l ca lcu la tion  should no t be revised in  fu tu re  
accounting periods. The am ount o f the  po licyho lder d iv idend  ob liga tion  should 
be determ ined by com paring cum u la tive  actua l earnings o f the  closed b lock 
from  the  a c tua ria l ca lcu la tion  date to  the  date o f m easurem ent w ith  the 
am ount o f cum u la tive  expected earnings based on the  a c tua ria l ca lcu la tion  fo r
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the same period. C um ulative actual earnings in  excess o f cum ulative expected 
earnings based on the actuaria l calculation should be recorded as a policyholder 
d ividend obligation. U nrealized investm ent gains and losses and other amounts 
related to the closed block norm a lly  reported in  accumulated other comprehensive 
income th a t have arisen a fte r the actuaria l calculation date should be included in  
the determ ination o f the am ount o f the policyholder dividend obligation lim ited , in  
the case o f losses, to the extent th a t the policyholder d iv idend  ob liga tion  is 
o therw ise positive. U nrea lized  investm en t gains and losses and o the r item s 
re la ted  to the closed b lock n o rm a lly  reported  in  accumulated other comprehen­
sive income th a t have arisen a t or a fte r the actuaria l calculation date should 
continue to be reported in  accumulated other comprehensive income. Am ounts 
related to the closed block th a t have arisen a fte r the actuaria l calculation date 
should enter in to  the determ ination o f the po licyho lder d iv idend  ob liga tion  w ith  
an o ffse tting  am ount reported  in  accum ulated o ther comprehensive income. 
The am ount charged to po licyho lder d iv idend  ob liga tion  fo r losses should be 
lim ite d  to the exten t th a t the policyho lder d iv idend  obligation is otherwise 
positive. U nrealized investm ent gains and losses, other item s o f accumulated 
other comprehensive income, and the am ount o f o ffsetting policyholder dividend 
obligation should not be netted in  the presentation o f other comprehensive income. 
Those amounts should be reported in  the income sta tem ent and the am ounts 
p reviously reported  in  o ther comprehensive income should be reversed when 
investm en t gains and losses and o ther item s o f o the r comprehensive income 
are realized. U nrea lized  investm en t losses and o ther loss item s re la ted  to  the 
closed b lock th a t w ou ld  re su lt in  a negative po licyho lder d iv idend  ob liga tion  
should be recognized in  o ther comprehensive income applicable to  stockhold­
ers— the po licyho lder d iv idend  ob liga tion  account m ay not have a negative 
balance. The po licyho lder d iv idend  o b liga tion  w ill decrease i f  experience is less 
favorable th a n  expected and the  d iv idend  scale is n o t com m ensurately reduced. 
I f  d iv idends pa id  are h ighe r th a n  o rig in a lly  expected in  the  d iv idend  scale, the 
po licyho lder d iv idend  ob liga tion  w ill decrease.
Accounting for Participating Policies Sold After the Date 
of Demutualization or Formation of an MIHC and for Stock 
Insurance Enterprises That Adopted SOP 95-1
17. The accounting guidance in  SOP 95-1 should be applied to  dem utua l­
ized insurance enterprise  p a rtic ip a tin g  contracts m eeting  the SOP’s c rite r ia  
issued a fte r the  date o f dem utua liza tion  or fo rm a tion  o f an M IH C . The segre­
gation  o f u n d is trib u te d  accum ulated earnings on p a rtic ip a tin g  contracts in  
excess o f am ounts th a t inu re  to  stockholders is m ean ing fu l in  a stock life  
insurance company because the  objective o f such presen ta tion  is to  id e n tify  
am ounts th a t are no t d is trib u ta b le  to  stockholders. Therefore, the  provisions 
o f paragraphs 41 and 42 o f FASB S tatem ent No. 60 re la tin g  to  d iv idends on 
p a rtic ip a tin g  contracts should app ly to  contracts th a t are sold a fte r the date o f 
dem utua liza tion  or fo rm a tion  o f an M IH C  and m eet the requ irem ents o f SOP 
95-1. Those provisions should also be app lied  by stock insurance enterprises 
th a t adopted SOP 95-1 w ith  respect to  p a rtic ip a tin g  contracts fo r w h ich  lim i­
ta tions  exist on the  am ount o f ne t income th a t m ay be d is trib u te d  to  stockhold­
ers. I f  there is a lim ita tio n  on the am ount o f income from  p a rtic ip a tin g  
contracts issued a fte r the  date o f dem utua liza tion  o r fo rm a tion  o f an M IH C  
th a t m ay be d is trib u te d  to stockholders, the policyho lders’ share o f income on 
those contracts th a t m ay not be d is trib u te d  to  stockholders should be charged 
to  operations w ith  a corresponding c red it to  a lia b ility . D iv idends pa id  to 
p a rtic ip a tin g  policyholders reduce th a t lia b ility .
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Accounting for Demutualization and MIHC Expenses
18. In  connection w ith  a dem utua liza tion  or fo rm a tion  o f an M IH C , an 
insurance enterprise  w ill in cu r expenses, inc lu d ing  those fo r lega l services, 
a c tua ria l services, p rin tin g , and postage. D ire c t and increm enta l costs re la ted  
to  a dem utua liza tion  or fo rm a tion  o f an M IH C  should be classified as a single 
lin e  ite m  w ith in  income from  con tinu ing  operations and should no t be classi­
fied  as an e x tra o rd in a ry  item .
Accounting for Retained Earnings and Accumulated Other 
Comprehensive Income at the Date of Demutualization or 
Formation of an MIHC
19. Depending on the form  o f dem utualization, a reclassification o f retained 
earnings a t the date o f dem utua lization m ay be appropriate. A n  insurance enter­
prise th a t demutualizes in  a d is tribu tion-fo rm  dem utua lization should reclassify 
a ll its  re ta ined  earnings as o f the  date o f dem utua liza tion  to  cap ita l stock and 
add itio na l p a id -in  cap ita l accounts (the cap ita l accounts). I f  the  ente rp rise  
d is tribu te s  cash or po licy cred its to policyholders in  lie u  o f cap ita l stock, as p a rt 
o f the dem utua liza tion , the d is tr ib u tio n  should be recorded as a d irec t reduc­
tio n  to  the appropria te  cap ita l accounts. A  subscrip tion-form  dem utua liza tion  
does not, by itse lf, re su lt in  rec lassifica tion  o f re ta ined  earnings.
20. The e qu ity  accounts o f an M IH C  a t the fo rm a tion  date should be 
determ ined using  the p rinc ip les fo r transactions o f companies under common 
contro l, w ith  the  am ount o f re ta ined  earnings o f the dem utua lized  insurance 
enterprise , before rec lassifica tion  to  the cap ita l accounts, being reported as 
re ta ined  earnings o f the  M IH C . Because the accounting bases and ca rry ing  
am ounts o f assets and lia b ilit ie s  are no t changed as a consequence o f dem utu ­
a liza tion  o r fo rm a tion  o f an M IH C , the  am ounts in  accum ulated o ther compre­
h e n s iv e  in co m e  a lso  s h o u ld  n o t be ch an ge d  as a consequence  o f 
dem utua liza tion  o r fo rm a tion  o f an M IH C .
Accounting for the Dividends From a Stock Insurance Subsidiary 
to an MIHC
21. A  dividend payable to stockholders, w hether declared by a stock insure r 
or its  holding company, is a common corporate capita l transaction. Cash dividends 
should be recorded on the books o f the corporation as a lia b ility  on the declara tion  
date. A  stock d iv idend  declared by the stock in su re r should be accounted fo r in  
accordance w ith  Accounting  Research B u lle tin  (ARB) 43, R e s ta te m e n t a n d  
R e v is io n  o f  A c c o u n t in g  R e se a rch  B u l le t in s ,  C hapter 7, “C ap ita l Accounts,” 
section B, Stock D iv idends and Stock S p lit-ups. U nder e x is ting  law s or regu la ­
tions, an M IH C  is requ ired  to own a con tro lling  vo ting  in te re s t in  the stock 
insurance subs id ia ry  and, therefore, should re flec t the  stock in su re r or in te r ­
m ediate ho ld ing  company on a consolidated basis. As a resu lt, in tercom pany 
d ividends should be e lim ina ted  in  the consolidated accounts o f the M IH C .
Accounting for a Distribution From an MIHC to Its Members
22. Because the members o f an M IH C  are also policyholders o f the stock 
insurance subsidiary, a d is tribu tion  by an M IH C  to its  members should be 
accounted fo r according to the substance o f the transaction. Unless there are 
substantive  independent th ird -p a rty  stockholders o f the  dem utua lized  in s u r­
ance e nte rp rise  or in te rm ed ia te  h o ld ing  company o f the  M IH C , the d is trib u tio n
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should be accounted fo r as a policyho lder d iv idend. I f  there  are substantive 
independent th ird -p a rty  stockholders and the fo llo w in g  conditions also are 
sa tisfied , the  d is tr ib u tio n  is presumed to be a pp rop ria te ly  accounted fo r as an 
equ ity  d iv idend.
a. There is a m echanism  to  ensure th a t po licyho lder d ividends are not 
a component o f the  M IH C  d is trib u tio n .
b. A ll M IH C  members are e lig ib le  to receive the M IH C  d is tr ib u tio n  and 
the  a lloca tion  o f M IH C  d is tr ib u tio n  is consistent w ith  the  concept o f 
M IH C  m em bership (depending on the ju r is d ic tio n , i t  m ay be based 
on e qu ity  share or equa lly  d is trib u te d  to  each M IH C  member).
c. The d is tr ib u tio n  is lega lly  characterized as a m em bership d is tr ib u ­
tio n  ra th e r th a n  a po licyho lder d is trib u tio n .
23. I f  a d is tr ib u tio n  by the  M IH C  is determ ined to be a policyho lder 
d iv idend  expense, the insurance subs id ia ry  should re flec t the policyho lder 
d iv idend in  its  separate fin a n c ia l statem ents as an expense w ith  recogn ition  o f 
a corresponding cap ita l co n tribu tion  from  the  M IH C . The M IH C  should re flec t 
the  am ount o f the d is tr ib u tio n  as a cap ita l con tribu tion  to the insurance 
subsid ia ry in  its  separate fin an c ia l statem ents. In  consolidated fin a n c ia l sta te ­
m ents, the expense w ou ld  be reported  and the cap ita l co n tribu tion  w ould  be 
e lim ina ted .
Disclosures
24. A n  insurance ente rp rise  should disclose the na tu re  and te rm s o f a 
dem utua liza tion  or fo rm a tion  o f an M IH C  and the basis o f p resen ta tion  and 
te rm s o f operation o f the  closed block. In  add ition , the insurance enterprise  
should provide a g e n e ra l descrip tion  o f the  m ethod o f emergence o f earnings 
from  the closed block, p resen ta tion  o f assets and lia b ilit ie s  o f the closed block, 
and the  po licyho lder d iv idend  ob ligation.
25. A n  insurance ente rp rise  th a t has form ed a closed b lock should d is­
close the fo llow ing  (re fe r to  appendix A , “ Illu s tra tiv e  Guidance— Footnote 
D isclosure fo r the Closed B lock,” fo r an illu s tra tiv e  exam ple):
a. A  general descrip tion  o f the  closed block, in c lu d in g  the  purpose o f the 
closed block, the types o f insurance policies included, and the na tu re  
o f the  cash flows th a t increase and decrease the  am ount o f closed 
b lock assets and lia b ilitie s . The descrip tion  should ind ica te  the 
con tinu ing  resp on s ib ility  o f the insurance enterprise  to support the 
paym ent o f contractua l benefits and the na tu re  o f expenses charged 
to the  closed b lock operations.
b. Sum m arized fin a n c ia l data  o f the  closed b lock as of, or fo r periods 
ending on the date of, the fin an c ia l sta tem ents presented, w hich  
should include, a t a m in im um , the ca rry ing  am ounts fo r the  m ajor 
types o f invested assets o f the  closed block, fu tu re  policy benefits and 
policyho lders’ account balances, po licyho lder d iv idend  ob liga tion , 
prem ium s, ne t investm en t income, realized investm en t gains and 
losses, po licyho lder benefits, po licyho lder d ividends, and the am ount 
o f m axim um  fu tu re  earnings rem a in ing  to  in u re  to  the  bene fit o f 
stockholders from  the  assets and lia b ilit ie s  o f the  closed b lock as w e ll 
as an analysis o f the  changes in  the po licyho lder d iv idend obliga tion .
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c. GAAP disclosures th a t ty p ic a lly  w ou ld  be requ ired  fo r the various 
specific elem ents included in  the  closed b lock need not be made 
separate ly fo r the  closed b lock i f  the  n a tu re  o f the  in fo rm a tio n  fo r the 
closed block w ou ld  no t d iffe r s ig n ifica n tly  from  th a t a lready included 
fo r the rep o rting  e n tity  as a whole. F or example, i t  is no t necessary 
to show a separate schedule o f contractua l m a tu ritie s  o f closed block 
fixed  m a tu r ity  securities i f  the re la tive  com position o f contractua l 
m a tu ritie s  is s im ila r to those o f the rep o rting  e n tity  taken  as a whole. 
However, i f  the  re la tive  m a tu ritie s  o f the closed b lock fixed  m a tu r i­
ties securities d iffe r from  those o f the  rep o rting  e n tity  taken  as a 
whole, separate disclosures should be made.
Effective Date and Transition
26. T h is  SOP applies to  past o r fu tu re  dem utua liza tions o r fo rm a tions o f 
an M IH C . F or those th a t occur a fte r December 31, 2000, th is  SOP is effective 
on the date o f the  dem utua liza tion  o r fo rm a tion  o f the  M IH C . F or a dem u tu a li­
za tion  o r fo rm a tion  o f an M IH C  th a t occurred on or before December 31, 2000, 
th is  SOP, w ith  the exception o f paragraph 18, should be applied re troac tive ly  
th rough  resta tem ent or rec lassifica tion , as appropria te , o f a ll p rev iously issued 
fin a n c ia l sta tem ents no la te r th a n  the  end o f the  fisca l year th a t begins a fte r 
December 1 5 , 2000. A  stock insurance enterprise  th a t has elected to adopt SOP 
95-1 and d id  no t convert from  a m u tu a l life  insurance ente rp rise  should app ly 
the  provis ions o f paragraph  17 o f th is  SOP re tro ac tive ly  th rough  resta tem ent 
o f a ll p rev ious ly  issued fin a n c ia l sta tem ents no la te r th an  the  end o f the  fisca l 
year th a t begins a fte r December 1 5 , 2000. Paragraph 18 o f th is  SOP is effective 
upon issuance w ith  resta tem ent requ ired  fo r those expenses presented in  
fin a n c ia l statem ents fo r any period presented fo r com parative purposes. E a rly  
adoption o f th is  SOP is encouraged.
27. The beg inn ing  balance o f re ta ined  earnings and, i f  necessary, any 
o ther components o f stockholders’ equ ity  fo r the e a rlie s t year presented, should 
be adjusted fo r the effect o f resta tem ent or rec lassifica tion  as o f the earlies t 
year resta ted  or reclassified. In  the year th is  SOP is f ir s t  applied, the  fin an c ia l 
sta tem ents should disclose the effect on income before e x tra o rd in a ry  item s, ne t 
income, and re la ted  per share am ounts fo r each year resta ted. I f  the  ac tua ria l 
ca lcu la tion  is prepared as o f the  beg inn ing  o f the  year o f adoption o f th is  SOP, 
its  im p lem en ta tion  w ill not re su lt in  resta tem ent to  recognize a po licyho lder 
d iv idend  ob liga tion . Pro form a in fo rm a tio n  fo r years p rio r to  a dem utua liza tion  
o r fo rm a tion  o f an M IH C  is no t requ ired .
The p rov is ions o f th is  S tatem ent need 
n o t be app lied  to  im m a te ria l item s.
Basis for Conclusions
28. T h is  section discusses considerations th a t were deemed s ign ifican t by 
AcSEC members in  reach ing  the conclusions in  th is  SOP. In  A p r il 2000, AcSEC 
issued fo r pub lic  com m ent an exposure d ra ft o f a proposed SOP, A c c o u n t in g  by  
In s u ra n c e  E n te rp r is e s  f o r  D e m u tu a liz a t io n s  a n d  F o rm a t io n s  o f  M u tu a l I n s u r ­
ance  H o ld in g  C o m p a n ie s  a n d  f o r  C e r ta in  L o n g -D u ra t io n  P a r t ic ip a t in g  C o n ­
tra c ts . D u rin g  the s ix ty-day com m ent period, tw e lve  com m ent le tte rs  were 
received by AcSEC.
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Financial Statement Presentation of the Closed Block
29. In  dem utua liza tions to date, practice has been to aggregate closed 
b lock assets and lia b ilit ie s  in to  tw o s ing le-line  captions (one fo r assets and one 
fo r lia b ilitie s ), w h ich  is s im ila r to  the  presen ta tion  o f separate account (as 
defined in  FASB S tatem ent No. 60, A c c o u n t in g  a n d  R e p o r t in g  by In s u ra n c e  
E n te rp r is e s ) assets and lia b ilitie s . In  add ition , practice has been to  present the 
closed b lock p re tax resu lts  o f operations on one lin e  in  the  sta tem ent o f 
operations as “co n trib u tio n  from  the  closed block.”  AcSEC concluded th a t th a t 
p resen ta tion  was not the  m ost m ean ing fu l fo r ob ta in ing  an unders tand ing  o f 
the overa ll operations o f an insurance enterprise.
30. The on ly  products o f an insurance enterprise  th a t are d isplayed on a 
s ing le-line  segregated basis on the balance sheet are those included in  separate 
accounts. AcSEC believes th a t the closed b lock is no t analogous to  pure-pass­
th rough  separate account arrangem ents th a t are d isplayed on a s ing le-line  
basis. One s ig n ifica n t d ifference between a closed block and a separate account 
is th a t separate account arrangem ents tra n s fe r su b s ta n tia lly  a ll investm en t 
r is k  to the policyholder, whereas closed block policies usua lly provide m in im um  
guaranteed re tu rn s  in  accordance w ith  contractua l provisions th a t are no t 
a lte red  by estab lishm ent o f the  d iv idend  pro tection  m echanism. A no the r sig­
n ific a n t difference is th a t the  insurance enterprise  d irects investm en t options 
fo r policies in  the closed block, whereas the policyho lder, no t the  insurance 
company (sponsor), o f the pure-pass-through separate account directs the alloca­
tio n  o f the assets among various investm ent options. In  addition, the righ ts  o f a 
separate account contract- holder and a closed block policyholder d iffe r as to th e ir 
p rio r ity  in te rest in  the dedicated assets in  the event o f insolvency. Whereas 
separate account assets are often isolated from  the general cla im s o f cred itors o f 
the insurance enterprise , inc lu d ing  o the r nonseparate account policyholders, 
closed b lock assets are no t iso la ted in  the event o f insolvency.
31. AcSEC believes th a t m anagem ent’s fu nd ing  stra tegy m ay influence 
the leve l o f perceived p ro fita b ility  o f the closed b lock i f  a segregated presenta­
tio n  is used. T h a t m ay occur because the  insurance enterprise  selects assets 
used in  fu nd ing  the  closed block, and selection o f the  assets in  p a rt determ ines 
the  level and tim in g  o f earnings th a t w ill emerge w ith  respect to  the  closed 
block. Therefore, a s ing le -line  presen ta tion  is less m ean ing fu l and m ay be 
m is in te rp re ted .
32. AcSEC also believes an in teg ra ted  presen ta tion  o f the  closed b lock is 
consistent w ith  the presen ta tion  o f o ther contractua l arrangem ents invo lv in g  
dedicated assets. AcSEC believes th a t a closed block m ay be analogous in  some 
respects to  ce rta in  p a rtic ip a tin g  group pension contracts th a t provide fo r 
assets th a t specifica lly  support ob liga tions to  the pension contractho lders, as 
w e ll as paym ent o f po licyho lder d ividends. I t  is  accepted practice to  classify 
assets, lia b ilitie s , revenues, and expenses fo r those contracts among the  v a ri­
ous fin a n c ia l sta tem ent accounts.
33. AcSEC believes there  is no subs tan tia l economic d ifference between 
d iv idend  p ro tection  m echanisms th a t operate th rough  fo rm a l id e n tifica tio n  o f 
assets fo r inclusion in  a closed block and those th a t do not provide fo r the form al 
designation. In  e ithe r case, the d ividend protection mechanism m ay be most 
s im ila r to arrangem ents in  w hich the income th a t may inu re  to stockholders o f the 
stock insurance ente rp rise  is lim ite d  as described in  FASB S tatem ent No. 60, 
paragraph 42. Po licy lia b ilit ie s  fo r contracts under those arrangem ents, the 
assets th a t support them , and the  policyholders’ share o f the resu lts  o f opera­
tions are com m ingled among the appropria te  accounts o f the  enterprise , w ith  
p ro fits  th a t do no t in u re  to the  bene fit o f stockholders recognized as a lia b ility .
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34. Because cash flow s o f assets o f the  insurance enterprise  o ther th a n  
those o f the  closed b lock m ay be used to  support the  operation o f the  closed 
block, AcSEC believes th a t a single line  p resenta tion  o f on ly  those assets 
a c tu a lly  designated to  the  closed b lock m ay be m is in te rp re ted . AcSEC fu rth e r 
believes th a t the  benefits  o f in teg ra ted  fin a n c ia l s ta tem ent p resen ta tion  ou t­
w eigh the  bene fit o f iso la tin g  assets whose cash flows cannot, by contract or 
regu la tion , in u re  to  the  bene fit o f stockholders, a re s tric tio n  th a t can be rea d ily  
disclosed in  a note s im ila r to  the disclosure o f o ther res tric ted  assets.
Accounting for Predemutualization Participating Contracts After 
the Demutualization Date or Formation of an MIHC and for 
Stock Insurance Enterprises That Have Adopted SOP 95-1
35. C u rre n tly  the fo llow ing  th ree  s itua tions  ex is t fo r dem utua lized  in s u r­
ance enterprises:
a. F orm er m u tu a l life  insurance enterprises th a t converted before the  
effective date o f FASB S tatem ent No. 120, A c c o u n t in g  a n d  R e p o r tin g  
by  M u tu a l L i fe  In s u ra n c e  E n te rp r is e s  a n d  by  In s u ra n c e  E n te rp r is e s  
f o r  C e r ta in  L o n g -D u ra t io n  P a r t ic ip a t in g  C o n tra c ts , and, as stock 
insurance companies a t the  effective date o f th a t S tatem ent, could 
elect to  app ly the  provis ions o f SOP 95-1, A c c o u n t in g  f o r  C e r ta in  
In s u ra n c e  A c t iv it ie s  o f  M u tu a l L i fe  In s u ra n c e  E n te rp r is e s , to  p a rtic i­
p a tin g  policies th a t m eet SOP 95-1 requirem ents b u t d id  no t do so
b. M u tu a l or stock life  insurance enterprises th a t have published GAAP 
fin a n c ia l sta tem ents and have applied SOP 95-1 to  those p a rtic ip a t­
in g  contracts th a t m eet SOP 95-1 conditions
c. M u tu a l life  insurance enterprises th a t have not pub lished GAAP 
fin a n c ia l sta tem ents and, therefore, have not yet applied SOP 95-1
36. AcSEC concluded th a t insurance enterprises described in  the  f ir s t  
s itu a tio n  ou tlined  in  paragraph 35 o f th is  SOP th a t have not elected to  adopt 
SOP 95-1 should rem a in  g randfa thered because o f the provisions o f FASB 
S tatem ent No. 120. For insurance enterprises th a t fa ll in to  the  second and 
th ird  s itua tions  in  paragraph 35 o f th is  SOP, SOP 95-1 should be used fo r the 
q u a lify in g  p a rtic ip a tin g  policies bo th  before and a fte r dem utua liza tion  or 
fo rm a tion  o f an M IH C . AcSEC believes th a t SOP 95-1 is the  appropria te  
accounting guidance fo r p a rtic ip a tin g  policies th a t m eet its  requ irem ents and, 
accordingly, th a t the  insurance enterprises in  the second and th ird  s itua tions 
should apply, o r continue to  apply, the provisions o f SOP 95-1 a fte r the  effective 
date o f d em utua liza tion  or fo rm a tion  o f an M IH C .
37. Paragraph 32 o f FASB S tatem ent No. 120 states th a t “ the Board 
believes, however, th a t there  are lik e ly  to  be on ly  a lim ite d  num ber o f stock life  
insurance enterprises w ith  m a te ria l am ounts o f those [p a rtic ip a tin g  life  in s u r­
ance] contracts and decided not to  requ ire  those enterprises to  com ply w ith  the  
SOP [fo r those p a rtic ip a tin g  life  insurance contracts].”  Therefore, i t  was no t the 
FASB’s in te n tio n  to  have life  insurance companies w ith  s ign ifican t am ounts o f 
p a rtic ip a tin g  contracts th a t m eet the  conditions o f SOP 95-1 app ly FASB 
S tatem ent No. 60 in  its  e n tire ty  to  those contracts.
38. Paragraphs 32 and 34 o f FASB S tatem ent No. 120 discuss the  FASB’s 
decision to  p e rm it ra th e r th an  requ ire  stock life  insurance enterprises to  app ly 
SOP 95-1 to  ce rta in  p a rtic ip a tin g  contracts as fo llow s:
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32. The Board recognizes th a t the  in fo rm a tio n  p rov ided to  users about the 
insurance and re insu rance  a c tiv itie s  o f life  insurance en terprises could be 
im proved by  lim it in g  the  d iv e rs ity  am ong insurance en terprises in  accounting 
and re p o rtin g  fo r those ac tiv itie s . The Board acknowledges th a t p e rm ittin g  
stock life  insurance en terprises w ith  p a rtic ip a tin g  life  insurance contracts th a t 
m eet the  cond itions in  pa rag raph  5 o f th is  S ta tem ent to  app ly  the  accounting 
in  the  SOP to  those con tracts m ay cause inconsistencies between insurance 
en terprises in  th e ir  accounting fo r those contracts. The Board believes, how ­
ever, th a t the re  are lik e ly  to  be on ly  a lim ite d  num ber o f stock life  insurance 
en terprises w ith  m a te ria l am ounts o f those contracts and decided no t to  req u ire  
those en te rp rises to  com ply w ith  the  SOP. . . .
34. . . . The Board also believes th a t a decision to re q u ire  stock life  insurance 
en terprises to app ly  the  SOP’s accounting to  those con tracts w ou ld  necessitate 
add ing  the  accounting conclusions in  the  SOP to  th is  S ta tem ent the reby 
re q u irin g  tim e-consum ing  de libera tions. The Board decided no t to re q u ire  stock 
life  insurance en terprises to  app ly  the  p rov is ions o f the  SOP because the  ove ra ll 
bene fits  o f p ro v id in g  t im e ly  guidance on the accounting and re p o rtin g  o f 
insurance a c tiv itie s  by m u tu a l life  insurance en terprises ou tw eigh the  in c re ­
m e n ta l im provem ent in  the  consistency and co m p a ra b ility  o f fin a n c ia l re p o rt­
in g  am ong insurance en terprises th a t w ou ld  re s u lt from  re q u irin g  stock life  
insurance en terprises to  app ly  the SOP’s accounting. . . .
39. AcSEC concluded th a t the m ost appropria te  accounting fo r policies o f 
a dem utua lized  insurance ente rp rise  th a t m eet SOP 95-1 scope requirem ents 
w ou ld  be continued app lica tion  o f SOP 95-1 provisions, except th a t the  in s u r­
ance ente rp rise  should recognize an ob liga tion  fo r fu tu re  po licyho lder d iv i­
dends based on accum ulated u n d is trib u te d  earnings in  a m anner th a t is 
consistent w ith  paragraphs 41 and 42 o f FASB S tatem ent No. 60. AcSEC 
believes th a t the provisions o f FASB S tatem ent No. 120 and SOP 95-1 th a t do 
no t appear to  support recogn ition  o f such an ob liga tion  were in tended fo r 
m u tu a l life  insurance enterprises. Upon conversion to a stock life  insurance 
enterprise , the  provisions o f paragraphs 41 and 42 o f FASB S tatem ent No. 60 
are more appropria te  to the new stock organ ization  and should be app lied  to 
a ll p a rtic ip a tin g  contracts. In  paragraph 42 o f SOP 95-1, AcSEC acknowledged 
th a t segregating u n d is trib u te d  accum ulated earnings on p a rtic ip a tin g  con­
trac ts  in  a m anner s im ila r to  m in o r ity  in te re s t m ay be m ean ing fu l in  a stock 
life  company because the objective o f th a t p resenta tion  is to  id e n tify  am ounts 
th a t are no t d is trib u ta b le  to  stockholders. AcSEC concluded th a t i t  w ou ld  be 
appropria te  to fo llow  accounting guidance based on the  na tu re  o f the  contract, 
and w he ther the  insurance company is a m u tu a l or stock company is  s ig n ifi­
cant to the  relevance o f segregating u n d is trib u te d  accum ulated earnings on 
p a rtic ip a tin g  policies. AcSEC believes, however, th a t the  re s tric tio n  on the 
stock insurance ente rp rise ’s a b ility  to  pay ce rta in  am ounts o f u n d is trib u te d  
accum ulated earnings to  the  stockholders should be shown as a lia b il ity  to  the  
policyholders, as discussed below.
Conflict in the Literature on Accounting for Dividends of 
Participating Contracts
40. E x is tin g  GAAP lite ra tu re  d istingu ishes w he ther an ob liga tion  fo r 
fu tu re  dividends based on accumulated earnings should be recorded fo r pa rtic ip a t­
in g  policies p r im a r ily  based on the  fo rm  o f the issu ing  insurance enterprise , 
and there  is co n flic ting  guidance fo r insurance enterprises th a t convert from  
m u tu a l to stock form . FASB S tatem ent No. 60 requires an insurance ente rp rise  
to recognize a lia b ility  fo r fu tu re  dividends o f earnings a ttribu tab le  to  a p a rtic ip a t­
ing  con trac t th a t cannot be d is tr ib u te d  to  s tockho lders; how ever, SOP 95-1,
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paragraph 42, does no t appear to support the  recogn ition  o f a lia b ility . Thus, 
AcSEC had to determ ine the circumstances in  w hich recognition o f a lia b ility  is 
appropriate in  accounting fo r the partic ipa ting  policies th a t have been and w ill 
continue to be accounted fo r under SOP 95-1 a fte r designation in to  a closed block.
41. FASB S tatem ent No. 120 states th a t p a rtic ip a tin g  contracts o f m u­
tu a l life  insurance enterprises should be accounted fo r in  accordance w ith  
FASB S tatem ent Nos. 60 and 97, as appropria te , unless those contracts m eet 
the  conditions in  paragraph  5 o f FASB S tatem ent No. 120. The conditions in  
th a t paragraph  are the  same as the  conditions fo r a p a rtic ip a tin g  contract to 
be w ith in  the  scope o f SOP 95-1.
42. SOP 95-1, paragraph 10, states in  p a rt th a t “FASB S tatem ent No. 60 
addresses accounting fo r tra d itio n a l form s o f p a rtic ip a tin g  contracts issued, 
b u t does no t address the  p a rtic ip a tin g  contracts issued by m u tu a l life  in s u r­
ance enterprises. . . .”  SOP 95-1 also discusses the differences between the 
p a rtic ip a tin g  contracts considered w ith in  FASB S tatem ent No. 60 and those 
considered in  SOP 95-1 as fo llows:
30. AcSEC concluded th a t separate considera tion o f the  p a rtic ip a tin g  life  
insurance  con tracts covered by [SOP 95-1] is ju s tif ie d  by the  differences 
between those con tracts and bo th  tra d itio n a l n o n p a rtic ip a tin g  life  insurance 
contracts, covered by FASB S ta tem ent No. 60, and u n ive rsa l life -typ e  contracts, 
covered by FASB S ta tem ent No. 97. P a rtic ip a tin g  life  insurance contracts 
covered unde r [SOP 95-1] have a ttr ib u te s  o f the  contracts covered by FASB 
S ta tem ent Nos. 60 and 97. AcSEC concluded, there fore , th a t con tracts covered 
by [SOP 95-1] were no t su ffic ie n tly  s im ila r to  those covered by e ith e r FASB 
S ta tem ent to  w a rra n t a p p ly ing  e ith e r o f them  in  its  e n tire ty .
43. P aragraph 32 o f SOP 95-1 states the fo llow ing :
D espite  those s im ila r itie s  in  fo rm  to  FASB S ta tem ent No. 60 contracts, the  
d iv idend  fea tu re  in troduces a va ria b le  th a t affects the  substance o f the  earn ings 
flo w  to  the  company. The d iv idend fea tu re  causes the  contracts covered by  [SOP 
95-1] to  m ore closely resem ble contracts in  w h ich  the  earn ings emerge in  
re la tio n  to  m arg ins  ra th e r th a n  contracts in  w h ich  earn ings emerge p ropor­
t io n a l to  the  level o f p rem ium s received in  th a t year. P a rtic ip a tin g  po licies 
covered by [SOP 95-1] share in  the  resu lts  o f in ves tm en t a c tiv ity , m o rta lity  
experience, and con trac t a d m in is tra tio n  costs th ro u g h  d iv idends, w h ich  are no t 
fixed  o r guaranteed by con tract te rm s. As a re su lt, earn ings on those products, 
a fte r an nu a l po licyho lde r d iv idends, tend  to  emerge as the  m a rg in  recognized 
on investm en ts, m o rta lity , and expenses.
44. FASB S tatem ent No. 60 states the  fo llo w in g  in  discussing the  ac­
coun ting  fo r po licyho lder d ividends:
41. P o licyho lder d iv idends sha ll be accrued us ing  an estim a te  o f the  am ount to 
be pa id .
42. I f  lim ita tio n s  ex is t on the  am ount o f ne t incom e from  p a rtic ip a tin g  in s u r­
ance contracts o f life  insurance en terprises th a t m ay be d is tr ib u te d  to  stock­
ho lders, the  po licyho lders ’ share o f n e t incom e on those contracts th a t cannot 
be d is tr ib u te d  to  stockholders sh a ll be excluded from  stockholders’ e q u ity  by a 
charge to  operations and a c re d it to  a lia b il ity  re la tin g  to  p a rtic ip a tin g  po licy 
ho lders ’ funds in  a m anne r s im ila r to  the  accounting fo r ne t incom e applicab le 
to  m in o r ity  in te rests . D iv idends declared or pa id  to  p a rtic ip a tin g  po licyholders 
sh a ll reduce th a t lia b ility ;  d iv idends declared o r pa id  in  excess o f the  lia b ility  
s h a ll be charged to  opera tions. Incom e-based d iv id e n d  p ro v is io ns  s h a ll be 
based on n e t incom e th a t in c lud es  a d ju s tm e n ts  be tw een genera l-purpose and 
s ta tu to ry  fin a n c ia l sta tem ents th a t w ill reverse and en te r in to  fu tu re  calcu­
la tio n s  o f the  d iv idend  provis ion.
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43. For life  insurance en te rp rises fo r w h ich  the re  are no ne t incom e re s tric tio n s  
and th a t use life  insurance d iv idend  scales un re la ted  to  ac tua l n e t income, 
po licyho lde r d iv idends (based on d iv idends a n tic ip a ted  or in tended  in  de ter­
m in in g  gross prem ium s o r as shown in  pub lished  d iv ide nd  illu s tra tio n s  a t the  
date insurance contracts are m ade) sh a ll be accrued over the  p re m ium -p ay ing  
periods o f the  contracts.
45. AcSEC believes th a t SOP 95-1 is the  more appropria te  guidance in  
accounting fo r p a rtic ip a tin g  policies whose provisions m eet the  c r ite r ia  o f th a t 
SOP, w he ther those policies are issued by a m u tu a l insurance ente rp rise  or 
were issued by a m u tu a l th a t converts to  a stock insurance company. However, 
AcSEC believes th a t the  dem utua liza tion  process changes the  na tu re  o f the 
re la tio n sh ip  between the enterprise  and its  policyholders. Therefore, continued 
app lica tion  o f paragraph 42 o f SOP 95-1 in  its  e n tire ty  is n o t w arran ted . AcSEC 
views the new re la tio n sh ip  o f the closed b lock policyholders and the insurance 
ente rp rise ’s stockholders as more s im ila r to  the  re la tio n sh ip  th a t w ou ld  ex is t 
in  the  s itu a tio n  described in  paragraphs 41 and 42 o f FASB S tatem ent No. 60 
ra th e r th a n  to  the  re la tio n sh ip  th a t w ou ld  ex is t in  the  s itu a tio n  contem plated 
in  paragraphs 41 and 42 o f SOP 95-1. According ly, AcSEC believes th a t the 
app lica tion  o f the  d iv idend  concepts described in  paragraph  42 o f FASB S tate­
m en t No. 60 is m ore appropria te  fo r the  p a rtic ip a tin g  policies o f a dem utua l­
ized insurance enterprise , w he ther those policies are issued before or a fte r 
dem utua liza tion .
Emergence of Earnings
46. The process o f dem utua liza tion  or fo rm a tion  o f an M IH C  does not, in  
and o f itse lf, change the basis o f accounting, o the r th a n  recogn ition  o f a 
po licyho lder d iv idend  ob liga tion  as discussed in  paragraphs 15 and 16 o f th is  
SOP; the  accounting m ethods used to  m easure assets, lia b ilit ie s , revenues, and 
expenses rem a in  unchanged. A m o rtiza tio n  o f de fe rred  a cq u is itio n  costs 
(DAC) w ill continue to consider a ll components o f estim ated gross m arg ins 
a ttr ib u ta b le  to  the  policies, w he ther the components reside inside  o r outside 
the  closed block.
47. A t the  a c tu a ria l ca lcu la tion  date, a ca lcu la tion  is developed based on 
the  cash flow s expected to  be generated from  the assets and po licy contracts 
included in  the  closed block. Based on th a t ca lcu la tion, the  expected period ic 
changes in  the  ne t closed b lock lia b il ity  should be derived (the a c tua ria l 
ca lcu la tion). As actua l experience emerges, th a t experience is lik e ly  to  d iffe r 
from  th a t expected in  the  a c tu a ria l ca lcu la tion. Because a ll the cash flow s o f 
the  closed b lock assets and policy contracts w ill  in u re  to  the  closed b lock 
policyho lders pu rsua n t to  the  p lan  o f dem utua liza tion , AcSEC believes th a t 
cum u la tive  ne t favorable experience compared to th a t contem plated a t the 
a c tua ria l ca lcu la tion  date represents an ob liga tion  to  closed b lock po licyho ld ­
ers. Such favorab le  experience w ill u lt im a te ly  be pa id  to  closed b lock po licy­
holders in  the  fo rm  o f d ividends, unless o therw ise offset by fu tu re  perform ance 
o f the  closed b lock th a t is  less favorable th a n  o rig in a lly  expected.
48. The concept o f es tab lish ing  a l ia b il ity  fo r p a rtic ip a tin g  insurance 
contracts where p ro fit lim ita tio n s  exist, and o f record ing a lia b il ity  fo r po licy­
ho lder d iv idends on those policies using  an estim ate o f the  am ount to  be paid, 
is contem plated by paragraphs 41 and 42 o f FASB S tatem ent No. 60 and 
paragraph 77 o f FASB S tatem ent No. 97. Paragraph 77 o f FASB S tatem ent No. 
97 states the fo llow ing , in  p a rt:
The Board acknowledges th a t some contracts w ith  policyholders m ay en title  
policyholders to an am ount equal to a po rtion  o f specific investm en t perform ance.
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The reco rd ing  o f lia b ilit ie s  to  re fle c t am ounts to  w h ich  those po licyho lders are 
e n title d  is app ropria te , b u t the  de fe rra l o f rea lized ga ins and losses is no t 
ju s tifie d .
49. In  paragraph 42 o f SOP 95-1, AcSEC stated th a t i t  is  no t appropria te  
or m ean ing fu l to  segregate u n d is trib u te d  accum ulated earnings on p a rtic ip a t­
in g  contracts in  the  context o f a m u tu a l insurance enterprise . However, AcSEC 
acknowledged in  th a t same paragraph the  relevance o f such accounting tre a t­
m ent fo r a stock life  insurance company, as fo llow s:
A n n u a l po licyho lde r d iv idends o f p a rtic ip a tin g  con tracts covered by th is  SOP 
are based on actua l com pany perform ance. A ccord ing ly , AcSEC believes d iv i­
dends on p a rtic ip a tin g  contracts covered by th is  SOP are no t s im ila r to  e ith e r 
o f the  types o f d iv idends discussed in  FASB S ta tem ent No. 60. W h ile  AcSEC 
acknowledges th a t segregating u n d is tr ib u te d  accum ulated earn ings on p a rtic i­
p a tin g  contracts in  a m anne r s im ila r to  m in o r ity  in te res ts  m ay be m ean ing fu l 
in  a stock life  insurance company, i t  is  no t m e a n ing fu l fo r a m u tu a l life  
insurance  en te rp rise , because the  objective o f such p resen ta tion  is  to  id e n tify  
am ounts th a t are no t d is trib u ta b le  to  stockholders.
50. Based on the above guidance, AcSEC believes th a t the provisions o f 
FASB S tatem ent No. 120 and SOP 95-1 do no t recognize the  segregation o f 
accum ulated earnings on p a rtic ip a tin g  contracts fo r m u tu a l life  insurance 
companies. However, AcSEC believes a m u tu a l life  insurance enterprise , upon 
conversion to  a stock life  insurance company, should continue to  app ly SOP 
95-1 m od ified  by the  provisions o f paragraphs 41 and 42 o f FASB S tatem ent 
No. 60 in  accounting fo r SOP 95-1 contracts. In  essence, the conversion from  a 
m u tu a l life  insurance ente rp rise  to  a stock life  insurance ente rp rise  creates an 
add itio na l m easurem ent requ irem en t fo r accum ulated u n d is trib u te d  earnings 
because o f the  new ly established stockholder constituency. The estab lishm ent 
o f a po licyho lder d iv idend  ob liga tion  recognizes th a t a po rtion  o f earnings in  
ce rta in  cases w ill no t in u re  to  the  stockholders o f the  insurance company.
51. Several respondents to the  exposure d ra ft o f the  SOP expressed a v iew  
th a t re a liza tio n  o f cum u la tive  closed b lock earnings in  excess o f the am ount 
ind ica ted  by the  a c tu a ria l ca lcu la tion, in  and o f itse lf, is in su ffic ie n t to  requ ire  
recogn ition  o f a po licyho lder d iv idend  ob liga tion  and believed th a t the con tin ­
ued app lica tion  o f SOP 95-1, w ith o u t m od ifica tion , was su ffic ien t to  measure 
the  emergence o f earnings o f the  closed block. Those respondents acknowledge 
th a t earnings in  excess o f the am ount ind ica ted  by the  a c tu a ria l ca lcu la tion  
w ould  be reasonably expected to  be re tu rned  to policyholders th rough  ad jus t­
m en t o f d iv idend  scales, b u t believe th a t the ob liga ting  event requ ired  fo r 
accounting recogn ition  takes place upon the  actua l ad justm ent o f the d iv idend 
scales ra th e r th a n  a t the  e a rlie r date a t w h ich  the  earnings are measured. 
Those respondents believe th a t the  regu la to ry  supervis ion  o f the a c tiv ity  o f the 
closed b lock resu lts  in  tim e ly  ad justm ents o f the d iv idend  scales, and the 
recordkeeping requirem ents necessary fo r the estab lishm ent o f a policyho lder 
d iv idend  ob liga tion  do no t m eet a cost/benefit test. A lthough  the actua l ad jus t­
m en t o f the  d iv idend  scales is a necessary cond ition  fo r id e n tifica tio n  o f the  
recip ients o f the  am ounts to  be d is tribu te d , AcSEC does no t believe th a t such 
id e n tifica tio n  is a necessary p re requ is ite  fo r accounting recogn ition  under the 
guidance o f FASB S tatem ent o f Accounting  Concepts No. 6, E le m e n ts  o f  
F in a n c ia l S ta te m e n ts . P aragraph 36 o f FASB Concepts S ta tem ent No. 6 states 
the  fo llow ing , in  pa rt:
L ia b ilitie s  com m only have o the r fea tu res th a t he lp  id e n tify  them — fo r exam ple, 
m ost lia b ilit ie s  re q u ire  the  ob liga ted e n tity  to  pay cash to  one o r m ore id e n tifie d
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o the r e n titie s  and are le g a lly  enforceable. However, those fea tu res are no t 
essentia l cha racte ris tics  o f l ia b il it ie s . . . .  T h a t is, lia b ilit ie s  m ay no t re q u ire  an 
e n tity  to  pay cash b u t to  convey o the r assets, to  provide o r s tand ready to  provide 
services, o r to  use assets. A nd  the id e n tity  o f the  re c ip ie n t need no t be know n 
to  th e  ob liga ted e n tity  before the  tim e  o f se ttlem ent.
52. AcSEC believes th a t g iven the  regu la to ry  supervis ion  o f operations o f 
a closed block, the  insurance ente rp rise  has only lim ite d  d iscre tion  as to  the  
tim in g  o f its  ad justm ent o f d iv idend  scales under the  circum stances where th is  
SOP requires recogn ition  o f a po licyho lder d iv idend  ob liga tion  b u t cannot 
adjust those d ividend scales contemporaneously. AcSEC also believes tha t, a t a 
given point, assets in  excess o f the amounts contemplated a t the actuaria l calcu­
la tion  date represent und is tribu ted  accumulated earnings th a t u ltim a te ly  w ill be 
d is tribu ted  to policyholders under the term s o f the closed block agreements unless 
offset by fu tu re  experience less favorable than  th a t ind icated by the  ac tua ria l 
ca lcu la tion. Those increm enta l assets, therefore, w ill no t become ava ilab le  fo r 
d is tr ib u tio n  to  stockholders. According ly, AcSEC believes th a t the  usefulness 
o f fin an c ia l sta tem ents m ay be compromised i f  the ob liga tion  is no t recognized 
u n t il the  actua l ad justm ent o f d iv idend  scales takes place.
53. Several respondents to  the exposure d ra ft o f the  SOP expressed a 
b e lie f th a t recogn ition  o f a po licyho lder d iv idend  ob liga tion  under the  c ircum ­
stances when i t  w ou ld  be requ ired  under the  guidance here in  w ou ld  re su lt in  
a p a tte rn  o f income recogn ition  based on a predeterm ined a c tua ria l ca lcu la tion  
and therefore w ou ld  no t be a pp rop ria te ly  responsive to changes in  experience 
o f the closed block. However, AcSEC believes th a t in  the  absence o f a po licy­
ho lder d iv idend  ob liga tion  fo r p a rtic ip a tin g  policies in  the closed b lock i f  there  
are closed b lock cum u la tive  earnings in  excess o f the am ount ind ica ted  by the 
a c tu a ria l ca lcu la tion, earn ings and n e t assets reported  to  stockholders w ill  fa il 
to recognize the  ob liga tion  o f the insurance company to d is trib u te  excess 
re tu rn s  from  the designated assets to the closed b lock policyholders in  fu tu re  
periods. The recogn ition  o f favorable experience deviations th a t w ill no t inu re  
to  stockholders as earnings w ou ld  re su lt in  reduced earnings w hen the  resu lts  
o f th a t experience are u ltim a te ly  d is trib u te d  by means o f increased d ividends 
to closed b lock policyholders. As a consequence, the in te g r ity  and usefulness o f 
fin a n c ia l sta tem ents d u rin g  periods i f  there  are cum u la tive  earnings in  excess 
o f the am ount ind ica ted  by the a c tu a ria l ca lcu la tion  m ay be compromised by 
re p o rtin g  am ounts as earnings o f stockholders th a t those stockholders cannot 
u ltim a te ly  realize.
54. AcSEC also considered w he ther i t  w ould  be appropria te  to  recognize 
a negative balance in  the  po licyho lder ob liga tion  account in  the event o f the 
fo llow ing :
a. There is cum u la tive  experience o f the  closed b lock less favorab le  th a n  
an tic ipa ted  in  the  a c tua ria l ca lcu lation.
b. The insurance company expects to  reduce fu tu re  d iv idends or a n tic i­
pates fu tu re  favorable perform ance o f the closed block.
N e t unfavorable  devia tions m ay re s u lt in  reduced d iv idends to  closed b lock 
policyholders, unless offset by fu tu re  favorable experience o f the  closed block 
or subsidized by the insurance company using  assets outside o f the closed block. 
A lthough  some, inc lu d ing  several respondents to  the  exposure d ra ft o f the 
proposed SOP, believe th a t a po licyho lder d iv idend  receivable is a consistent 
extension o f the  po licyho lder d iv idend ob liga tion  concept and i t  could be 
p o te n tia lly  recoverable based on fu tu re  d iv idend  adjustm ents, AcSEC believes
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th a t recogn ition  o f a negative balance as an asset is n o t supported by paragraph 
42 o f FASB S tatem ent No. 60. Due to  com petitive  pressures and o ther consid­
erations, the  board o f d irectors o f an insurance enterprise  m ay choose not to  
reduce d ividends to  closed b lock policyholders. I f  an insurance enterprise  has 
favorable experience i t  is compelled to  pass i t  along to  the closed b lock po licy­
holders. I f  the  insurance ente rp rise  has unfavorable  experience, the  insurance 
ente rp rise  has the a b ility  to  pass i t  on b u t m ay be constrained by the m a rke t­
place in  its  a b ility  to  do so.
Determination of the Policyholder Dividend Obligation
55. AcSEC determ ined th a t cum u la tive  ne t favorable experience o f the  
closed b lock in  re la tio n  to  expectations ind ica ted  by the  a c tu a ria l ca lcu la tion  
th a t w ill be pa id  to policyholders, unless otherw ise o ffs e t by fu tu re  perfo rm ­
ance o f the closed b lock th a t is  less favorable th a n  expected in  the  ac tua ria l 
ca lcu la tion, should no t be reflected in  earnings o f stockholders fo r the  reasons 
p rev ious ly  discussed in  the “Emergence o f E a rn ings” section.
56. Therefore, in  the  absence o f unusua l circum stances, the  m axim um  
earnings from  closed b lock assets and lia b ilit ie s  th a t w ill in u re  to  stockholders 
is  the am ount o f closed b lock lia b ilit ie s  in  excess o f the closed b lock assets, 
adjusted fo r the re la ted  item s in  accum ulated o the r comprehensive income a t 
the  a c tu a ria l ca lcu la tion  date. F u rth e r, AcSEC believes th a t experience gains 
and losses o f the closed b lock u ltim a te ly  m ay re su lt in  an ad justm ent o f 
d iv idends or o the r va riab le  policy benefits pa id  to  policyholders. Therefore, the  
a c tu a ria l ca lcu la tion  provides the  expected earnings to  be used by the  in s u r­
ance ente rp rise  to  measure ne t positive  experience th a t should no t be reflected 
in  the earnings o f stockholders.
57. T h is  SOP requires the po rtion  o f the unrea lized  investm en t gains and 
losses th a t have arisen a fte r the a c tu a ria l ca lcu la tion  date to  be included in  the 
de te rm ina tion  o f the  am ount o f the po licyho lder d iv idend  ob liga tion . AcSEC 
determ ined th a t i t  was necessary to  separate the p o rtion  o f unrea lized  inves t­
m ent gains and losses th a t are a ttr ib u ta b le  to  the  policyholders and not the 
stockholders; such am ounts should be d isplayed fu lly  and no t netted  in  the 
presen ta tion  o f o the r comprehensive income, as appropria te . In  reaching th a t 
conclusion, AcSEC considered the  guidance in  FASB S tatem ent No. 115, 
A c c o u n t in g  f o r  C e r ta in  In v e s tm e n ts  in  D e b t a n d  E q u ity  S e c u r it ie s , to  determ ine 
the  tre a tm e n t o f unrea lized  and rea lized  gains and losses o f closed b lock assets. 
U nder FASB S tatem ent No. 115, assets c lassified as availab le -for-sale  are 
reported  a t fa ir  va lue w ith  unrea lized  gains and losses excluded from  earnings 
and reported  in  o ther comprehensive income. [Revised, June 2004, to re flec t 
conform ing changes necessary due to the issuance o f FASB Statem ent No. 130.]
58. AcSEC considered w he ther the a c tua ria l ca lcu la tion  should be re ­
vised a fte r the a c tu a ria l ca lcu la tion  date fo r purposes o f rev is ing  the  m easure­
m ent described above. One a lte rn a tive  considered was to revise the  ac tua ria l 
ca lcu la tion  a t each fin a n c ia l rep o rting  date. U nder th a t approach, the  meas­
u rem ent o f excess experience gains w ould  be based on the  cu rre n t estim ate 
(g iv ing  effect to  past events and cu rren t expectations fo r fu tu re  events) o f the 
tim in g  o f m axim um  closed b lock earnings in u rin g  to  stockholders. AcSEC 
believes th a t the p rin c ip a l assum ptions o ther th a n  investm en t perform ance 
a ffecting  the  tim in g  o f stockholder earnings from  the  closed b lock over the  
long-te rm  w ou ld  be persistency and m o rta lity . Persistency and m o rta lity  a ffect 
the assumed am ount o f life  insurance in  fo rce  and the life  o f the  b lock o f 
business, w h ich  are key factors in  the  recogn ition  o f stockholder earnings. Cash 
flo w  effects o f d ifferences betw een assum ptions and a c tua l shou ld  re s u lt in
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revised d iv idends or policy benefits to  policyholders. AcSEC rejected frequen t 
revisions o f the  a c tu a ria l ca lcu la tion  because short-te rm  movements in  pers is t­
ency and m o rta lity  fo r a b lock o f business w ith  a life  o f up to  100 years should 
no t have a s ig n ifica n t effect on the  tim in g  o f recognizing earnings th a t w ill 
u lt im a te ly  be rea lized  by stockholders. AcSEC believes th a t the “ lock in ” 
a lte rn a tive  is m ost appropria te  because the  a c tua ria l ca lcu la tion  is developed 
sole ly to  m easure the  perform ance o f the  closed block in  re la tio n  to  a m axim um  
am ount o f earnings th a t w ill in u re  to  stockholders. N egative perform ance in  
re la tio n  to  the  a c tu a ria l ca lcu la tion  is recognized cu rre n tly , and positive  per­
form ance is recognized as a po licyho lder d iv idend  ob liga tion . AcSEC also 
believes period ic loss-recognition tests w ou ld  id e n tify  s itua tions  in  w hich  
s ign ifican t negative experience should re s u lt in  the recogn ition  o f a dd itio na l 
losses to  stockholders. F u rth e r, AcSEC believes the purpose o f the  a c tua ria l 
ca lcu la tion  is to  serve as an approach to measure aggregate favorable experi­
ence th a t w ill no t in u re  to  stockholders and m ay not achieve the  in tended 
objective i f  the  a c tu a ria l ca lcu la tion  is revised.
59. AcSEC also considered w he ther the a c tua ria l ca lcu la tion  should be 
revised upon (a ) the  occurrence o f a s ign ifican t unan tic ipa ted  event, (b ) the 
de te rm ina tion  th a t there  has been a s ig n ifica n t change in  the assum ptions fo r 
persistency o r m o rta lity , or (c) the  designation o f s ign ifican t a dd itio na l assets 
fo r the closed b lock th a t w ou ld  no t reve rt to  the  stockholders. AcSEC rejected 
th a t approach because the  a c tu a ria l ca lcu la tion  is a measure o f the  m axim um  
am ount o f earnings th a t w ou ld  be recognized over the life  o f the b lock o f 
business. A c tua l resu lts  o f the closed b lock w ill  flow  in to  stockholder income 
unless cum u la tive  earnings to date are in  excess o f the  m axim um  th a t can be 
recognized based on the  a c tu a ria l ca lcu la tion. Therefore, positive  perform ance 
o f the  closed b lock in  re la tio n  to  the a c tu a ria l ca lcu la tion  resu lts  in  a po licy­
ho lder d iv idend  ob liga tion , and negative perform ance resu lts  in  e ith e r reduced 
d ividends to  closed b lock p a rtic ip a tin g  policyho lders or low er earnings th a n  
antic ipa ted  a t the  a c tu a ria l ca lcu la tion  date. C um ula tive  negative perfo rm ­
ance o f the closed b lock represents an am ount included in  the  excess o f closed 
b lock lia b ilit ie s  over closed b lock assets th a t m ay have to  be funded w ith  assets 
outside the closed b lock unless offset by fu tu re  positive perform ance o f the 
closed block or reduced po licyho lder d ividends. I t  is  believed th a t a designation 
o f a dd itio na l assets fo r the  closed b lock business w ou ld  re s u lt from  h is to rica l 
negative perform ance o f the closed block. T h is  negative perform ance w ould  
have been recognized in  income as i t  occurred because negative perform ance 
in  re la tio n  to  the a c tua ria l ca lcu la tion  does n o t re su lt in  recogn ition  o f an asset.
Accounting for Participating Policies Sold After the Date of 
Demutualization or the Formation of an MIHC
60. AcSEC considered w he the r a dem utua lized  insurance enterprise  
should app ly FASB S tatem ent No. 60 o r SOP 95-1 to  p a rtic ip a tin g  policies sold 
a fte r the date o f dem utua liza tion  o r the fo rm a tion  o f an M IH C . AcSEC con­
cluded th a t a dem utua lized  insurance ente rp rise  should continue to  app ly SOP 
95-1 to  p a rtic ip a tin g  policies th a t m eet the  scope requirem ents o f SOP 95-1. I f  
the  scope requ irem ents o f SOP 95-1 are no t m et, FASB S tatem ent Nos. 60 or 
97 should be applied. In  the  app lica tion  o f SOP 95-1, the  stock insurance 
ente rp rise  should recognize an ob liga tion  fo r fu tu re  po licyho lder d ividends 
based on accum ulated u n d is trib u te d  earnings in  a m anner th a t is consistent 
w ith  paragraphs 41 and 42 o f FASB S tatem ent No. 60. (See paragraph 39 o f 
th is  SOP fo r the  basis fo r estab lish ing  an ob liga tion  fo r fu tu re  po licyho lder 
d ividends fo r SOP 95-1 policies.)
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Accounting for Demutualization and MIHC Expenses
61. Paragraph 20 o f Accounting  P rinc ip les Board (APB) O p in ion  No. 30, 
R e p o r t in g  th e  R e s u lts  o f  O p e ra tio n s — R e p o r tin g  th e  E ffe c ts  o f  D is p o s a l o f  a  
S e g m e n t o f  a  B u s in e ss , a n d  E x t r a o rd in a r y ,  U n u s u a l a n d  In f re q u e n t ly  O c c u r­
r in g  E v e n ts  a n d  T ra n s a c t io n s , provides the tw o c rite r ia  th a t m ust be m et fo r 
an event or transaction  to be classified as an e x tra o rd in a ry  ite m  as stated in  
p a rt below:
E x tra o rd in a ry  item s are events and transactions th a t are d is ting u ish ed  by 
th e ir  un usu a l na tu re  and by the  in frequency o f th e ir  occurrence. Thus, bo th  o f 
the  fo llo w in g  c r ite r ia  should be m e t to c lass ify  an event o r tra nsa c tion  as an 
e x tra o rd in a ry  item :
a . U n usu a l n a tu re — The u n d e rly in g  event o r tra nsa c tion  should possess a 
h ig h  degree o f a b n o rm a lity  and be o f a type c le a rly  un re la ted  to, o r on ly  
in c id e n ta lly  re la ted  to, the  o rd in a ry  and ty p ic a l a c tiv itie s  o f the  e n tity , 
ta k in g  in to  account the env ironm en t in  w h ich  the  e n tity  operates.
b. In frequency o f occurrence— The u n d e rly in g  event or tra nsa c tion  should 
be o f a type th a t w ou ld  no t reasonably be expected to  recu r in  the 
foreseeable fu tu re , ta k in g  in to  account the  env ironm en t in  w h ich  the 
e n tity  operates.
62. D em utua liza tions and fo rm ations o f M IH C s are changes in  legal 
form s o f organizations. Several respondents to  the  exposure d ra ft o f the 
proposed SOP said th a t dem utua liza tions and fo rm ations o f M IH C s sa tis fy  the 
above c r ite r ia  and th a t the associated costs should therefore be classified as an 
e x tra o rd in a ry  item . However, AcSEC believes th a t the  events represent conse­
quences o f custom ary and con tinu ing  ac tiv itie s  in  e ffo rts to  rem a in  com petitive  
in  the  fin a n c ia l services in d u s try . AcSEC believes th a t such events do no t 
possess a su ffic ien t degree o f abn o rm a lity  requ ired  by paragraph 20(a) o f APB 
O p in ion  30. AcSEC recognizes th a t the  p rio r practice in  dem utua liza tions to  
date has been to c lassify such costs as ex trao rd ina ry . However, AcSEC consid­
ered the env ironm ent in  w h ich  the insurance in d u s try  operates and the  na tu re  
o f the  a c tiv itie s  o f the in d iv id u a l m u tu a l insurance enterprises w h ich  have 
continued to  evolve in  recent years. AcSEC believes a dem utua liza tion  has 
characteristics s im ila r to  o ther form s o f corporate reorgan izations and res truc­
tu rin g s  in  w h ich  costs do no t m eet the c r ite r ia  fo r e x tra o rd in a ry  trea tm en t. 
Because one o f the c r ite r ia  o f paragraph 20 o f APB O p in ion  30 is m et, the  d irect 
increm enta l costs associated w ith  a dem utua liza tion  or fo rm a tion  o f an M IH C  
should be reported  as a separate component o f income from  con tinu ing  opera­
tions. F u rth e r, AcSEC believes th a t such c lassifica tion  o f expenses should be 
lim ite d  to  costs th a t are d irec t and increm enta l to  the transaction  and should 
no t inc lude  a llocations o f general and a dm in is tra tive -type  costs.
Accounting for Retained Earnings and Other Comprehensive 
Income at the Date of Demutualization or Formation of an MIHC
63. S tockholders’ equ ity  u sua lly  is d isplayed in  tw o  broad categories: 
con tribu ted  or p a id -in  cap ita l and re ta ined  earnings. C on tribu ted  or pa id -in  
cap ita l represents the am ount provided by stockholders or resu ltin g  from  
subsequent transactions w ith  stockholders. Retained earnings represents the  
am ount o f the  en te rp rise ’s previous income th a t has no t been d is trib u te d  to 
owners as d ividends o r trans fe rred  to  con tribu ted  o r pa id -in  cap ita l.
64. A  dem utua liza tion  is a change in  legal fo rm  o f o rgan iza tion  “ from  a 
fo rm  o f o rgan iza tion  th a t has no substantive  e qu ity  ow nersh ip  to  one th a t has”
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(FASB Technical B u lle tin  85-5, Issue s  R e la t in g  to  A c c o u n t in g  f o r  B u s in e s s  
C o m b in a t io n s , paragraph 24); thus, the  d is tr ib u tio n  o f shares o f stock repre­
sents the  d is tr ib u tio n  o f the then -ex is ting  equ ity  to the owners o f the m u tu a l 
in su re r’s equ ity . Several respondents to the  exposure d ra ft o f the proposed 
SOP said th a t because a dem utua liza tion  does not, in  and o f itse lf, re su lt in  a 
change o f the h is to rica l ca rry ing  values o f the  assets and lia b ilit ie s  o f the 
resu ltin g  stock insurance enterprise , the  transaction  also should no t re s u lt in  
the rec lassifica tion  o f accum ulated re ta ined  earnings as o f the dem utua liza tion  
date. AcSEC believes, however, th a t i t  is appropria te  to  re flec t the substance 
o f th is  transaction  by rec lassify ing  accum ulated re ta ined  earnings as o f the  
dem utua liza tion  date to the cap ita l stock and add itio na l p a id -in  cap ita l ac­
counts. Therefore, AcSEC concluded th a t a ll re ta ined  earnings a fte r cap ita l 
transactions re su ltin g  from  the dem utua liza tion  should be reclassified, as o f 
the dem utua liza tion  date, to  cap ita l stock and p a id -in  cap ita l accounts fo r a 
d is trib u tio n -fo rm  dem utua liza tion .
65. T h is  SOP uses the te rm  s u b s c r ip tio n - fo rm  d e m u tu a liz a t io n  to  re fe r to 
s itua tions  in  w h ich  e lig ib le  policyholders receive on ly the  r ig h t to  purchase 
stock in  the insurance enterprise  or its  pa ren t a t te rm s essen tia lly  equ iva len t 
to the term s offered to independent th ird  parties. AcSEC believes th a t a 
subscrip tion-fo rm  dem utua liza tion  is ve ry  s im ila r to  the k inds o f dem utua liza ­
tions th a t have taken  place in  the savings and loan in d u s try . C onsistent w ith  
practice fo r those k inds o f transactions th a t has no t resu lted  in  a reclassifica­
tio n  o f re ta ined  earnings, AcSEC concluded th a t a subscrip tion-fo rm  dem utu­
a liza tion  does not, by itse lf, re su lt in  rec lassifica tion  o f re ta ined  earnings 
because re ta ined  earnings are no t being d is tribu ted .
6 6 . The process o f dem utua liza tion  or fo rm a tion  o f an M IH C  does not, by 
itse lf, change the  basis o f accounting, and therefore there  is no change in  o ther 
comprehensive income. As o f the a c tu a ria l ca lcu la tion  date, the  ex is ting  accu­
m ula ted  o ther comprehensive income m ay re la te  to  item s included in  the 
closed block. A t the  a c tua ria l ca lcu la tion  date, ex is ting  accum ulated o ther 
comprehensive income item s re la ted  to  the  closed b lock should be id e n tifie d  
and segregated in  the  fin a n c ia l records o f the insurance enterprise. For exam­
ple, unrea lized  investm en t gains and losses re flec t the present value o f the 
d ifference between m arke t in te re s t rates and the sta ted in te re s t ra tes o f the 
closed b lock fixed  income securities or unrea lized  apprecia tion  or depreciation 
o f closed b lock e qu ity  securities a t the a c tu a ria l ca lcu la tion  date. As w ith  a ll 
such assets, the fu tu re  co n tribu tion  to  earnings th a t w ill be recognized in  the 
fin a n c ia l sta tem ents associated w ith  those assets w ill be based on th e ir  cost or 
am ortized  cost. Therefore, e x is ting  unrea lized  investm en t gains and losses w ill 
be p a rt o f ne t investm en t income or rea lized investm en t gains when realized. 
According ly, the  a c tu a ria l ca lcu la tion  o f the earnings o f the closed block should 
be determ ined on the  basis o f cost or am ortized cost o f the  invested assets a t 
the a c tu a ria l ca lcu la tion  date.
Accounting for the Dividends From a Stock Insurance 
Subsidiary to an MIHC
67. Subsequent to  the  fo rm a tion  o f an M IH C  and conversion o f the 
m u tu a l in su re r to  a stock insurance company, the stock in su re r’s board o f 
d irectors w ou ld  be expected to  declare and pay cash d iv idends to its  stockhold­
ers as deemed appropria te  in  v iew  o f the in su re r’s opera ting  resu lts  and cap ita l 
needs. The N a tio na l Association o f Insurance Com m issioners’ w h itepaper 
t it le d  M u tu a l In s u ra n c e  H o ld in g  C o m p a n y  R e o rg a n iz a tio n s  ind icates th a t 
states should “p ro h ib it the M IH C  from  w a iv ing  d ividends payable by its  stock
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subsid iaries to  ensure th a t d iv idend  earnings are received by the M IH C  and 
are therefore ava ilab le  to  bene fit its  m em bers.”  F or example, Iow a law  protects 
m em ber in te rests  in  earnings d is trib u tio n s  by assuring  th a t the class o f stock 
held  by the  M IH C  has d iv idend  and o ther r ig h ts  no less favorable th an  any 
o ther class o f stock. A  d iv idend  declared by a stock in su re r (or its  ho ld ing  
company, o r both) payable to its  stockholders is a standard  corporate cap ita l 
transaction  and should be accounted fo r accordingly.
Accounting for a Distribution From an MIHC to Its Members
68. D iv idends or o ther d is trib u tio n s  m ay be made to  the M IH C  by the  
in su re r or in te rm ed ia te  ho ld ing  company. A t some po in t, i t  is possible the  
M IH C  board o f d irectors, w ith  the  concurrence o f the insurance regu la tor, m ay 
conclude th a t i t  is appropria te  to d is trib u te  some po rtion  o f the M IH C ’s 
accum ulated funds to  o r on b eh a lf o f the  members. The fo rm  o f th is  d is trib u tio n  
could be cash d ire c tly  to  the m em bers or i t  could be in  the  fo rm  o f policy credits, 
add itio na l policy benefits, or both , purchased by the M IH C  from  the  subsid ia ry 
insurance company.
69. M em bersh ip  in te rests  are no t securities under the  federa l securities 
law s; the U n ifo rm  Com m ercia l Code defines a security  as an “ob liga tion  o f an 
issuer or a share, p a rtic ip a tio n  or o ther in te re s t in  an issuer or in  p rope rty  or 
an ente rp rise  o f an issuer . . . and w h ich  by its  te rm s is d iv is ib le  in to  a class or 
series o f shares, p a rtic ip a tion s , in te rests  or obligations. . . .” There is an 
a rgum ent th a t because m em bership in te rests  are no t securities and have not 
been u n itized , members do no t have “equ ity ”  in terests. I t  is  conceptually 
d if f ic u lt to  argue th a t a d is tr ib u tio n  is a cap ita l transaction  w hen the  rec ip ien t 
does no t have an equ ity  in te res t. One m ig h t compare a m em ber d is trib u tio n  
w ith  a patronage re fund  made by a cooperative, w h ich  is a d is tr ib u tio n  o f 
a llocated member-sourced earnings to members and is recorded as a cap ita l 
transaction . However, the  same analogy could be made fo r po licyho lder d iv i­
dends, w h ich  are accounted fo r as expenses.
70. Some respondents to the  exposure d ra ft o f the proposed SOP re ­
quested th a t AcSEC not provide guidance on M IH C  d is trib u tio n s  u n til the  
re la ted  legal and ta x  issues have been m ore tho rough ly  exam ined. However, 
AcSEC believes i t  is appropria te  to  provide conceptual guidance re la ted  to 
M IH C  d is tribu tio ns , w hich  i t  believes should be applied to  those transactions 
so th a t they w ill be accounted fo r in  accordance w ith  th e ir  economic substance. 
Because o f the  ongoing d ua l re la tio n sh ip  o f M IH C  m embers as policyholders o f 
the  insurance subsid ia ry, the d is trib u tio n s  from  the  M IH C  to  its  members, 
w he ther made d ire c tly  or th rough  the  purchase o f contract benefits from  its  
insurance subsid ia ry, should be accounted fo r a t fa ir  va lue based on an eva lu­
a tion  o f the  specific facts and circum stances. AcSEC believes th a t the  th resho ld  
c r ite r ia  th a t need to be present to constitu te  a cap ita l transaction  are the 
fo llow ing :
a. The existence o f su bs ta n tive  independen t th ird -p a r ty  s tockho ld ­
ers in  the  stock life  insu rance  su b s id ia ry  o r in te rm e d ia te  h o ld in g  
company
b. A n  equivalence in  the  d iv idend  from  the  M IH C  to  its  members 
re la tive  to  the  d ividends from  the stock life  subsid ia ry or in te rm e d i­
ate ho ld ing  company
U n t il there  are substantive  independent th ird -p a rty  stockholders, a d is tr ib u ­
tio n  should not be accounted fo r as a cap ita l transaction .
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71. M IH C  d is trib u tio n s  accounted fo r as d ividends w ould have no im pact 
on the  insurance company’s or in te rm ed ia te  ho ld ing  company’s ne t income, 
except to the  exten t the  M IH C  purchased policy cred its and benefits from  the 
insurance company. I f  the  purchase o f policy cred its and benefits were on the 
same te rm s as ava ilab le  to  th ird  parties  (considering the  im pact o f low er or 
nonexistent acqu is ition  costs), the  insurance company w ou ld  account fo r the  
policy cred its and benefits in  the same m anner as fo r th ird -p a rty  transactions.
72. M IH C  d is trib u tio n s  accounted fo r as po licyho lder d ividends w ould 
re su lt in  the  insurance company re flec ting  a po licyho lder benefit expense fo r 
the  am ount o f the  d iv idend  d is tr ib u tio n  and a cap ita l co n tribu tion  from  the 
M IH C  in  an equal am ount. The M IH C  w ou ld  re flec t the  am ount o f the  d is tr i­
b u tion  as a cap ita l co n trib u tio n  to  the  insurance subsid ia ry.
Disclosures
73. I f  the fin an c ia l sta tem ents o f the rep o rting  e n tity  include disclosures 
fo r assets, lia b ilit ie s , revenues, and expenses th a t are a ttr ib u te d  to  the  closed 
b lock in  whole o r in  p a rt, a de te rm ina tion  sha ll be made about w he ther 
disclosures o f s im ila r data  fo r the closed b lock elements alone w ould  be s im ila r, 
in  a ll m a te ria l respects, to  th a t re la ted  to  the fin a n c ia l statem ents o f the 
rep o rting  e n tity . For exam ple, depending on the  debt securities inc luded  in  the 
closed block, the con tractua l m a tu r ity  in fo rm a tio n  disclosed as o f the date o f 
the m ost recent sta tem ent o f fin a n c ia l pos ition  presented as requ ired  by FASB 
S tatem ent No. 115, paragraph 20, m ay be m a te ria lly  consistent fo r closed block 
assets to th a t presented fo r the rep o rting  e n tity . For any such item s where 
disclosure re la ted  to  the closed block ite m  w ou ld  no t be consistent, in  a ll 
m a te ria l respects, to th a t presented fo r the rep o rting  e n tity , disclosure fo r the 
p a rtic u la r closed b lock item s should be presented separately.
74. Several respondents to the exposure d ra ft o f the  proposed SOP sug­
gested th a t the  disclosures, as illu s tra te d  in  appendix A , are more extensive 
th an  necessary. AcSEC’s in te n tio n  was to  provide an illu s tra tiv e  reference fo r 
aud ito rs  and preparers o f fin an c ia l sta tem ents to become fa m ilia r  w ith  the 
mechanics o f the  num bers invo lved  in  typ ica l disclosures. The leve l o f d e ta il in  
appendix A  is no t requ ired  b u t is in tended to be illu s tra tiv e .
Effective Date and Transition
75. AcSEC acknowledged the  p rac tica l concerns, id e n tifie d  by a num ber 
o f respondents to the  exposure d ra ft o f the proposed SOP, associated w ith  
im p lem en ta tion  o f the tra n s itio n  provisions proposed in  the  exposure d ra ft 
th a t w ould  have requ ired  resta tem ent o f a ll e a rlie r fin a n c ia l statem ents pre­
sented by insurance enterprises th a t had dem utua lized  or form ed an M IH C  
p rio r to  the issuance o f th is  SOP. AcSEC believes th a t companies should 
prepare the a c tua ria l ca lcu la tion  as o f the  date o f dem utua liza tion  o r fo rm a tion  
o f an M IH C . In  ra re  circum stances, i t  m ay not be practicab le  to prepare the 
a c tu a ria l ca lcu la tion  as o f such date because an ente rp rise  dem utua lized  m any 
years p rio r to  January  1, 2001, and the  in fo rm a tio n  needed to  prepare the 
ca lcu la tion  as o f such date is  no t availab le  or to  do so w ou ld  be a tim e- 
consum ing and expensive process; under those circum stances the ca lcu la tion  
m ay be prepared as o f the beg inn ing  o f the  year o f adoption o f th is  SOP.
76. In  those ra re  circum stances w hen i t  is  not practicab le, fo r insurance 
enterprises th a t dem utua lized  or form ed an M IH C  p rio r to  January  1, 2001, to
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prepare the  a c tua ria l ca lcu la tion  as o f the date o f dem utua liza tion  o r fo rm a tion  
o f an M IH C  as described above, the  a c tua ria l ca lcu la tion  described in  para ­
graph 16 is prepared as o f the beg inn ing  o f the  year o f adoption o f th is  SOP. In  
those circum stances, the  SOP’s im p lem en ta tion  w ill no t re su lt in  resta tem ent 
to recognize a po licyho lder d iv idend  ob liga tion  and there w ill  no t be a cum ula­
tive  effect re su ltin g  from  the  im p lem en ta tion  o f th is  SOP.
77. AcSEC concluded th a t fo r a d em utua liza tion  or fo rm a tion  o f an M IH C  
th a t occurs a fte r December 31, 2000, th is  SOP should be effective on the date 
o f the dem utua liza tion  o r fo rm a tion  o f the M IH C . AcSEC also considered the  
fin a n c ia l rep o rting  fo r dem utua liza tions or fo rm ations o f an M IH C  th a t oc­
curred  on or before December 3 1 , 2000. F or those transactions, AcSEC believes 
th a t im proved rep o rting  is needed as soon as practicab le, and th a t the benefits 
o f com parab ility  outw e igh  the costs and effo rts  o f resta tem ent o f e a rlie r periods 
presented. According ly, AcSEC concluded th a t fin a n c ia l sta tem ents o f ea rlie r 
periods presented should be resta ted  to  conform  to  the SOP’s provisions. 
However, AcSEC notes th a t ce rta in  e n titie s  m ay not have re a d ily  availab le  
in fo rm a tio n  to  com ply w ith  the provisions o f paragraphs 16 and 17 o f th is  SOP 
fo r p r io r periods, and th a t e n titie s  th a t are engaged in  the  transactions covered 
by th is  SOP m ay requ ire  m od ifica tions to th e ir  systems and procedures to 
conform  w ith  the provisions o f th is  SOP. To a llow  adequate tim e  fo r im p lem en­
ta tio n , an e n tity  th a t dem utua lized  or form ed an M IH C  on o r before December
31, 2000, should app ly th is  SOP, w ith  the  exception o f paragraph 18, re troac­
tiv e ly  th rough  resta tem ent or reclassifica tion , as appropria te , o f a ll p rev iously 
issued fin a n c ia l sta tem ents no la te r th a n  the end o f the  fisca l year th a t begins 
a fte r December 15, 2000. AcSEC also concluded th a t a stock insurance en te r­
prise th a t has elected to  adopt SOP 95-1 and d id  no t convert from  a m u tu a l life  
insurance enterprise  should app ly  the provisions o f paragraphs 41 and 42 o f 
FASB S tatem ent No. 60 re tro ac tive ly  th rough  resta tem ent o f a ll p rev iously 
issued fin a n c ia l sta tem ents no la te r th a n  the  end o f the  fisca l year th a t begins 
a fte r December 15, 2000. However, the p rovis ion  o f paragraph 18 o f th is  SOP, 
to rep o rt expenses associated w ith  a dem utua liza tion  o r fo rm a tion  o f an M IH C  
as a single lin e  ite m  w ith in  income from  con tinu ing  operations is e ffective upon 
issuance o f th is  SOP. A ccording ly, p resen ta tion  o f those expenses presented in  
fin a n c ia l statem ents fo r any period presented fo r com parative purposes should 
be resta ted, i f  necessary.
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APPENDIX A
Illustrative Guidance— Footnote Disclosure for the Closed Block
A .1. T h is  A ppend ix provides specific examples th a t illu s tra te  the  disclosures 
th a t th is  S ta tem ent o f P osition  (SOP) requires and depicts the app lica tion  o f 
ce rta in  p rinc ip les o f th is  SOP. The fo rm ats and leve l o f d e ta il, in c lu d ing  the 
shaded areas, in  the  illu s tra tio n s  are n o t requirem ents. The Accounting  S tand­
ards Executive C om m ittee (AcSEC) encourages a fo rm a t th a t provides the 
in fo rm a tio n  in  the m ost understandable m anner in  the specific circum stances. 
E n titie s  are n o t requ ired  to  d isp lay the disclosure in fo rm a tio n  contained here in  
in  the specific m anner illu s tra te d . A lte rn a tive  ways o f d isclosing the in fo rm a ­
tio n  are perm issib le  as long as the disclosure requ irem ents o f th is  SOP, as 
described in  paragraphs 24 and 25, are m et. The fo llow ing  illu s tra tio n s  are fo r 
a single hypo the tica l insurance enterprise , re fe rred  to  as ABC L ife  Insurance 
Company.
Example Footnote Disclosures for the Closed Block
X . Policy Footnote (in Part) R ela ted  to the D em utualiza tion
A t the  effective date (January  XX, 20X1) o f the  P lan  o f D em utua liza tion , 
e lig ib le  policyholders received, in  the aggregate, app rox im a te ly  $XX m illio n  o f 
cash, $XX m illio n  o f policy cred its, and X X  m illio n  shares o f common stock o f 
ABC  H o ld ing  Com pany in  exchange fo r th e ir  m em bership in te rests  in  ABC  L ife  
Insurance Company. The dem utua liza tion  was accounted fo r as a reorganiza­
tion . According ly, ABC L ife  Insurance Com pany’s re ta ined  earnings a t the P lan  
E ffective  Date (ne t o f the aforem entioned cash paym ents and policy cred its, 
w h ich  were charged d ire c tly  to  re ta ined  earnings) were reclassified to  common 
stock and cap ita l in  excess o f par.
Z . C losed Block
As o f January  XX, 20X1, ABC  L ife  Insurance Com pany established a closed 
b lock fo r the  bene fit o f ce rta in  classes o f in d iv id u a l p a rtic ip a tin g  policies fo r 
w h ich  ABC  L ife  Insurance Com pany had a d iv idend  scale payable in  20X0 and 
th a t were in  force on January  XX, 20X1. Assets were a llocated to the closed 
b lock in  an am ount th a t, toge ther w ith  an tic ipa ted  revenues from  policies 
included in  the  closed block, was reasonably expected to be su ffic ien t to  support 
such business, inc lu d ing  p rovis ion  fo r paym ent o f benefits, ce rta in  expenses, 
and taxes, and fo r co n tinua tion  o f d iv idend  scales payable in  20X0, assum ing 
experience und e rly in g  such scales continues. Assets allocated to  the  closed 
b lock inu re  solely to  the benefit o f the holders o f the policies included in  the 
closed b lock and w ill no t re ve rt to  the benefit o f stockholders o f ABC  L ife  
Insurance  Com pany. No re a llo ca tio n , tra n s fe r, bo rro w in g , o r le n d in g  o f 
assets can be m ade betw een the  closed b lock  and o th e r p o rtion s  o f AB C  L ife  
Insurance  C om pany’s genera l account, any o f its  separate  accounts, o r any 
a ff ilia te  o f A B C  L ife  Insu rance  C om pany w ith o u t the  app rova l o f the  Z S tate  
Insurance  D ep artm en t.
If, over tim e , the aggregate perform ance o f the  closed b lock assets and policies 
is be tte r th a n  was assumed in  fu nd ing  the  closed block, d ividends to  po licyho ld ­
ers w ill be increased. If, over tim e , the  aggregate perform ance o f the closed 
block assets and policies is less favorable th a n  was assumed in  the fund ing , 
d ividends to  policyholders could be reduced.
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The assets and lia b ilit ie s  allocated to  the  closed block are recorded in  ABC  L ife  
Insurance Com pany’s fin an c ia l sta tem ents on the same basis as o ther s im ila r 
assets and lia b ilitie s . The ca rry ing  am ount o f closed b lock lia b ilit ie s  in  excess 
o f the ca rry ing  am ount o f closed b lock assets a t the  date o f dem utua liza tion  
(ad justed to  e lim ina te  the  im pact o f re la ted  am ounts in  accum ulated o ther 
comprehensive income) represents the  m axim um  fu tu re  earnings from  the 
assets and lia b ilit ie s  designated to  the  closed b lock th a t can be recognized in  
income over the period the  policies in  the  closed b lock rem ain  in  force. ABC  L ife  
Insurance Com pany has developed an a c tua ria l ca lcu la tion  o f the  tim in g  o f such 
m axim um  fu tu re  stockholder earnings, and th is  is the basis o f the policyho lder 
d iv idend  ob ligation.
I f  actua l cum u la tive  earnings are greate r th an  expected cum u la tive  earnings, 
on ly  expected earnings w ill be recognized in  income. A c tua l cum u la tive  earn ­
ings in  excess o f expected cum u la tive  earnings represents u n d is trib u te d  accu­
m u la ted  earnings a ttr ib u ta b le  to  policyho lders, w h ich  are recorded as a 
po licyho lder d iv idend  ob liga tion  because the excess w ill  be pa id  to  closed b lock 
policyholders as an add itio na l po licyho lder d iv idend  unless otherw ise offset by 
fu tu re  perform ance o f the  closed b lock th a t is  less favorable th a n  o rig in a lly  
expected. I f  actua l cum u la tive  perform ance is less favorable th a n  expected, on ly 
actua l earnings w ill  be recognized in  income.
The p rin c ip a l cash flow  item s th a t a ffect the  am ount o f closed b lock assets and 
lia b ilit ie s  are prem ium s, ne t investm en t income, purchases and sales o f inves t­
m ents, policyho lders’ benefits, po licyho lder d ividends, p rem ium  taxes, and 
income taxes. The p rin c ip a l income and expense item s excluded from  the  closed 
b lock are m anagem ent and m aintenance expenses, commissions and net in ­
vestm ent income, and rea lized  investm en t gains and losses o f investm en t 
assets outside the closed b lock th a t support the closed b lock business, a ll o f 
w h ich  en te r in to  the  de te rm ina tion  o f to ta l gross m arg ins o f closed b lock polices 
fo r the purpose o f the a m ortiza tion  o f deferred acqu is ition  costs. The am ounts 
shown in  the fo llow ing  tables fo r assets, lia b ilitie s , revenues, and expenses o f 
the closed b lock are those th a t en te r in to  the d e te rm ina tion  o f am ounts th a t 
are to  be pa id  to  policyholders.
Sum m arized fin a n c ia l in fo rm a tio n  fo r the closed b lock fo llow s ( in  m illions):
The shaded in fo rm a tio n  is in tended to dep ict the a p p lic a tio n  o f the 
p rin c ip le s  o f th is  SOP, and does no t represent requ ired  disclosure.
[T a b le  fo l lo w s . ]
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31. 20X2 A c tiv ity * 31, 20X1
Closed b lock lia b ilitie s :
F u tu re  po licy benefits and
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po licyho lder account balances $8903 $ (8) B $8911
P olicyho lder d ividends payable 88 88
P olicyho lder d iv idend  ob liga tion 163 93 E 80
O the r closed b lock lia b ilit ie s 12
(10)C
12
T o ta l closed b lock lia b ilitie s 9166 7 5 9091
Assets designated to  the closed block: 
F ixed m a tu ritie s :
H e ld  to m a tu r ity , a t am ortized  cost 
(estim ated fa ir  va lue, 20X2, $275; 
20X1, $319) 289 289
A va ilab le  fo r sale, a t estim ated fa ir  
va lue (am ortized  cost, 20X2, $3,809; 
20X1, $3,502) 4001
307 D  
93 E 3601
E q u ity  securities, a t estim ated fa ir  va lue 202 202
M ortgage loans on rea l estate 1273 (307)D 1580
Policy loans 1766 1766
Real estate 105 105
S hort-te rm  investm ents 62 62
Cash and cash equiva lents 119 82 A 37
O the r closed b lock assets 76 76
T o ta l closed b lock assets 7893 17 5 7718
Excess o f reported  closed block 
lia b ilit ie s  over assets designated 
to the closed block 1273 (100) 1373
P o rtion  o f above represen ting  o ther 
comprehensive income 
—  increase in  unrea lized  apprecia tion 192 93 99
—  increase in  po licyho lder d iv idend 
ob liga tion (93) (93)
T o ta l 99 0 99
M axim um  fu tu re  earnings to be recognized 
from  closed b lock assets and lia b ilit ie s $1372 $ (100) $1472
* Assum ed 20X2 a c tiv ity  fo r  assets and lia b ilit ie s  (s im ila r ly  id e n tifie d  in  s ta te m e n t o f operations 
as app licab le):
A  item s are assum ed se ttle d  in  cash, w ith  n e t im p a c t re flected  in  “ Cash and cash e q u iva len ts .”
B  and C are g iven  e ffect in  th e ir  respective ba lance sheet accounts.
D  represents th e  assum ed sale o f m ortgage loans a t book va lue  and re in ve s tm e n t o f th e  proceeds 
in  ava ilab le -fo r-sa le  fix e d  m a tu ritie s .
E represents th e  increase in  un re a lize d  a p p rec ia tion  on a v a ila b le -fo r-s a le  s e c u ritie s  h e ld  a t bo th  
Decem ber 31, 20X1 and D ecem ber 31, 20X2. I t  is  assum ed th a t th e re  are  no re la te d  taxes and th a t 
th e  ava ilab le -fo r-sa le  fixe d  m a tu ritie s  sold (see above) had fa ir  va lu e  eq ua l to  book v a lu e  b o th  a t 
D ecem ber 31, 20X1, and w hen  sold.
I t  is  fu r th e r  assum ed th a t th e  un re a lize d  a p p re c ia tio n  a t D ecem ber 31, 20X1, is  eq ua l to  th a t a t 
th e  da te o f d e m u tu a liza tio n . U n re a lize d  ap p rec ia tion  th a t arises since th e  da te o f d e m u tu a liza tio n  
is  to  be inc lud ed  in  th e  d e te rm in a tio n  o f th e  p o licyh o lde r d iv id e n d  ob lig a tion .
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Change in  P o licyho lder D iv idend  O b liga tion :
Balance a t beg inn ing  o f year
Im pact on ne t income before income taxes
U nrea lized  investm en t gains (losses)
Balance a t end o f year
December 
31, 20X2
$ 80 
( 1 0 ) 
93
$163
Change in  O the r Com prehensive Income:
December
31, 20X2
F ixed m a tu rit ie s  ava ilab le  fo r sale: 
F a ir  va lue 
A m ortized  cost
U nrea lized  apprecia tion
3809
$ 192
Change 
fo r  20X2
$400 
307 D
$ 93 E
Closed B lock O perations:
Closed b lock revenues:
P rem ium s
N et investm en t income 
Realized investm en t gains (losses)
O the r closed b lock revenues
T o ta l closed b lock revenues
Closed b lock benefits and expenses: 
Po licyho lder benefits
Change in  po licyho lder benefits and in te res t 
cred ited to  po licyho lder account balances 
D iv idends to  policyholders 
Change in  po licyho lder d iv idend  ob liga tion  
O ther closed b lock expenses
T ota l closed b lock benefits and expenses
Closed b lock revenues, ne t o f closed b lock 
benefits and expenses, before income taxes 
Income taxes
Closed block revenues, ne t o f closed block 
benefits and expenses and income taxes
M ax im um  fu tu re  earnings from  closed block 
assets and lia b ilitie s :
B eg inn ing  o f year 
End o f year
Change d u rin g  the year
20X2
$ 303 A  
205 A  
(2 )A  
_____ 5 A
511
402 A
(8)B  
8 A  
(10)C  
10 A
402
109 
9 A
$ 100
$1,472
1,372
$ ( 1 0 0 )
December 
31, 20X1
$ 0 
5 
75
$80
December 
31, 20X1
$3601
3502
$  99
20X1
$ 318 
215 
10
_____ 5
548
376
17
8
5
10
416
132
10
$ 122
$1,594
1,472
$ (122)
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APPENDIX B
Illustrations for Accounting for Closed Block Business
B .1. The accom panying schedules illu s tra te  the accounting fo r closed block 
business (m eaning those assets and lia b ilit ie s  both  inside  and outside o f the 
closed b lock th a t re la te  to  o r support the  closed b lock policies) a fte r the 
dem utua liza tion  date. The illu s tra tio n s  d isp lay the  com putations invo lved  in  
(a) d e te rm in ing  the  am ount o f the  po licyho lder d iv idend  ob liga tion  (PDO) (b) 
d e riv in g  estim ated gross m arg ins (EG M ) fo r purposes o f a m o rtiz ing  deferred 
acqu is ition  costs (DAC) and (c) rev is ing  EG M  as actua l experience emerges.
B.2. To s im p lify  the example, the  illu s tra tio n s  assume the  closed b lock has 
n o t been funded fo r income taxes. In  practice, the closed b lock m ay or m ay not 
be funded fo r income taxes. I f  the  closed b lock is funded fo r income taxes, the 
a c tua ria l ca lcu la tion  would  be constructed on a post-tax basis. However, fo r the 
purpose o f d e te rm in ing  PDO and EG M , p re tax am ounts should be used. 
G enera lly, th is  w ou ld  be accomplished by converting  post-tax a c tua ria l calcu­
la tio n  values to  corresponding p re tax values fo r purposes o f de te rm in ing  EG M  
and PDO am ounts. I f  the closed b lock is funded fo r income taxes, a change in  
income ta x  ra tes w ou ld  re s u lt in  an experience ga in  or loss th a t w ou ld  affect 
closed b lock cash flows and, therefore, estim ated gross m arg ins and am ortiza ­
tio n  o f deferred acqu is ition  costs.
B.3. Schedule 1 is  the illu s tra tio n  o f the com puta tion  o f estim ated gross 
m arg ins th a t appears in  schedule 1 o f appendix A , “ Illu s tra tio n  o f C om puta tion  
o f Gross M arg ins ,” o f S tatem ent o f Position  95-1, A ccounting fo r  C erta in  
Insurance A c tiv itie s  o f M u tu a l L ife  Insurance Enterprises. T h is schedule illu s ­
tra tes  the pro jection  o f the estim ated gross m arg ins o f the  closed b lock business. 
The closed b lock business is assumed to  be w ritte n  in  year 1, w ith  d em u tu a li­
za tion  occurring  a t the end o f year 5.
B.4. Schedule 2 illu s tra te s  the  co n tribu tion  to  the EG M  in  Schedule 1 from  
the  closed b lock (m eaning, those assets and lia b ilit ie s  a c tu a lly  included in  the 
closed block). As discussed more fu lly  in  paragraph 15 o f th is  S ta tem ent o f 
P osition , th is  schedule is based on the a c tu a ria l ca lcu la tion  fo r the  closed block 
developed a t the  d em utua liza tion  date and represents the expected changes in  
the ne t closed b lock lia b il ity  (closed b lock d e fic it) over the  life  o f the  closed block. 
The data  in  th is  schedule w ill be compared to  actua l resu lts  th roughou t the life  
o f the  closed b lock to determ ine the need fo r a PDO (as illu s tra te d  in  footnote 
X). Schedule 2 depicts an increase in  in te re s t rates in  year 6 from  8.5 percent 
to  9.5 percent, w h ich  resu lts  in  the board o f d irectors increasing  d iv idends in  
years 7 th ro ug h  10. A ll o the r assum ptions are he ld  constant.
B.5. Schedule 3 illu s tra te s  the closed b lock business EG M  con tribu tion  
associated w ith  the assets and lia b ilit ie s  outside o f the  closed block. Schedule
3 also shows the to ta l EG M ’s used to  am ortize  DAC fo r the closed block 
business. Those EG M s d iffe r from  those shown in  schedule 1 based on the 
emergence o f actua l experience in  year 6 and the  crea tion  o f the  PDO.
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Glossary
A ctua ria l C alculation. The period ic expected changes in  the  ne t closed block 
lia b ility  (on a genera lly  accepted accounting p rinc ip les basis), w h ich  is 
a fte r the e lim in a tio n  o f the  effect o f applicable item s o f o the r comprehen­
sive income. The a m o rtiza tion  o f deferred acqu is ition  costs is no t a compo­
nen t o f the  a c tua ria l ca lcu la tion  because deferred acqu is ition  costs are no t 
a closed b lock asset.
A ctua ria l C alculation Date. The date as o f w h ich  the  a c tu a ria l ca lcu la tion  is 
perform ed, w h ich  is as o f the date o f dem utua liza tion  or fo rm a tion  o f a 
m u tu a l insurance ho ld ing  company (M IH C ) or, i f  no t practicab le  fo r in s u r­
ance enterprises th a t dem utua lized  o r form ed an M IH C  p rio r to  January
1, 2001, as o f the  beg inn ing  o f the  year o f adoption o f th is  S ta tem ent o f 
Position.
C arrying Am ount. The am ount o f an ite m  as d isplayed in  the  fin a n c ia l s ta te ­
m ents.
Closed B lock. A  m echanism  to  preserve (over tim e ) the  reasonable d iv idend 
expectations o f in d iv id u a l policyho lders w ith  in d iv id u a l life , hea lth , or 
a n n u ity  policies fo r w h ich  d ividends are c u rre n tly  being pa id  or are 
expected to  be pa id  under the  cu rre n t d iv idend  scale. A  closed block 
comprises a defined, lim ite d  group o f policies and a defined set o f assets, 
and is governed by a set o f opera ting  ru les.
Date o f D em utualization. The date the  p lan  o f reo rgan iza tion  becomes effec­
tive .
Deferred A cqu isition  Costs (DAC). Costs incu rred  in  the  acqu is ition  o f new 
and renew al insurance contracts. A cq u is itio n  costs include those costs th a t 
va ry  w ith  and are p r im a r ily  re la ted  to  the  acqu is ition  o f insurance con­
trac ts  (fo r exam ple, agent and b roker commissions, ce rta in  u n d e rw ritin g  
and policy issue costs, and m edical and inspection fees).
D em utualization. The conversion o f a m u tu a l insurance ente rp rise  to  a stock 
insurance enterprise .
D ividend Scales. The a c tu a ria l fo rm u las used by life  insurance companies to 
determ ine am ounts payable as d ividends on p a rtic ip a tin g  policies based 
on experience factors re la tin g , among o ther th ings, to  investm en t resu lts , 
m o rta lity , lapse rates, expenses, p rem ium  taxes and policy loan in te rest.
F a ir and Equitable. The te rm  fa ir  and equitable  is  genera lly  the te rm ino logy 
used in  the  dem utua liza tion  or m u tu a l insurance ho ld ing  company state 
regu la tion  to  describe how the a lloca tion  o f consideration to  e lig ib le  p o li­
cyholders should be determ ined.
In  Force. G enera lly, policies and contracts w ritte n  and recorded on the  books 
o f an insurance ca rrie r th a t are unexpired  as o f a g iven date.
Lapse Rate. The ra te  a t w hich  insurance contracts te rm ina te  th ro ug h  fa ilu re  
o f the  insureds to  continue requ ired  p rem ium  paym ents. The lapse ra te  
m ay also be considered a ra te  o f non-persistence. I t  is  u sua lly  expressed as 
a ra tio  o f the  num ber o f contracts th a t te rm ina ted  by reason o f fa ilu re  o f 
insureds to  m ake p rem ium  paym ents d u rin g  a g iven period, to  the to ta l 
num ber o f contracts a t the beg inn ing  o f the  period from  w h ich  those lapses 
occurred.
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M orta lity . The re la tive  incidence o f death in  a g iven tim e  or place.
Net Closed B lock L ia b ility . The ca rry ing  am ount o f closed block lia b ilit ie s  in  
excess o f the ca rry ing  am ount o f closed b lock assets each adjusted to  
e lim ina te  the  im pact o f re la ted  am ounts in  accum ulated o ther comprehen­
sive income a t the a c tu a ria l ca lcu la tion  date. D eferred acqu is ition  costs are 
no t assets o f the closed block.
N onpartic ipa ting  Insurance Contracts. Insurance contracts th a t are not en­
tit le d  to  d ividends. U su a lly  issued by a stock life  insurance e n tity  a t 
p rem ium  rates th a t are u sua lly  low er th an  those charged w here d ividends 
are payable. M u tu a l en titie s  m ay issue n on pa rtic ip a tin g  contracts.
P artic ipa ting  Insurance Contracts. Insurance in  w h ich  the  contractho lder 
is e n title d  to  share in  the  e n tity ’s earnings th ro ug h  d ividends th a t re flec t 
the d ifference between p rem ium  charged and the  actua l experience.
Persistency. Percentage o f life  insurance policies o r a n n u ity  contracts rem a in ­
ing  in  force between m easurem ent dates.
Plan o f D em utualization. The p lan  o f reo rgan iza tion  (in c lud ing  a ll exh ib its  
and schedules thereto), as i t  m ay be amended from  tim e  to  tim e , w h ich  is 
adopted by the  board o f d irectors o f the  d em utua liz ing  company, pursuan t 
to w h ich  the company dem utualizes.
Policy C redits. A d d itio n a l values app lied  to  a po licy th rough  d ividends, in ­
creases in  fund  values, accum ula tion  values or accum ula tion  account 
values or extensions o f coverages.
S tatutory. A n  o ther comprehensive basis o f accounting p rinc ip les requ ired  by 
sta tu te , regu la tion , o r ru le , or pe rm itted  by specific approval, th a t an 
insurance ente rp rise  is requ ired  to  fo llow  when su b m ittin g  its  fin an c ia l 
sta tem ents to  state insurance departm ents.
AAG-PLI APP U
Statement o f P osition  01-3 413
Appendix V
Statement of 01-3
Position
Performing Agreed-Upon 
Procedures Engagements That 
Address Internal Control Over 
Derivative Transactions as 
Required by the New York 
State Insurance Law
June 1 5 , 2001
Issued by the
Accounting Standards Executive Committee
AAG-PLI APP V
414 Property and L ia b ility  Insurance Com panies
NOTICE TO READERS
T his  S ta tem ent o f P osition  represents the recom m endations o f the 
A IC P A ’s R eporting  on In te rn a l C on tro l O ver D e riva tive  Transactions a t 
Insurance E n titie s  Task Force regard ing  the  app lica tion  o f S tatem ents on 
S tandards fo r A tte s ta tio n  Engagem ents to  agreed-upon procedures en­
gagem ents pe rfo rm ed  to  com p ly w ith  th e  req u irem en ts  o f Section 
1410(b)(5) o f the N ew  Y o rk  State Insurance Law , as amended (the Law ), 
w h ich  addresses the  assessment o f in te rn a l contro l over de riva tive  tra n s ­
actions as defined in  Section 1401(a) o f the  Law , and Section 178.6(b) o f 
R egula tion  No. 163. The A u d itin g  S tandards Board has found the recom­
m endations in  th is  S tatem ent o f P osition  to  be consistent w ith  ex is ting  
standards covered by Rule 202 o f the  A IC P A  Code o f Professional Conduct. 
A IC P A  m em bers should be aware th a t they m ay have to  ju s t ify  departures 
from  the  recom m endations in  th is  S tatem ent o f P osition  i f  the  q u a lity  o f 
th e ir  w ork  is questioned.
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Performing Agreed-Upon Procedures 
Engagements That Address Internal Control 
Over Derivative Transactions as Required by 
the New York State Insurance Law
Introduction and Background
1. The New Y o rk  State Insurance D epartm en t (the D epartm ent) has 
issued regu la tions to im p lem en t the  N ew  Y o rk  D eriva tive  Law  (the Law ) w h ich  
amends A rtic le  14 o f the  State o f New  Y o rk  Insurance Law , effective J u ly  1, 
1999. The Law  establishes ce rta in  requ irem ents fo r dom estic life  insure rs, 
dom estic p rope rty  and casualty insure rs, dom estic reciprocal insure rs, domes­
tic  m ortgage gua ran ty  insure rs, dom estic cooperative p rope rty  and casualty 
insurance corporations, and dom estic fin a n c ia l gua ran ty  insure rs. Fore ign 
insu re rs  engaging in  deriva tive  transactions and deriva tive  ins tru m e n ts  are 
subject to and requ ired  to  com ply w ith  a ll o f the  provisions o f the Law . 
However, a fo re ign  in su re r m ay ente r in to  o ther deriva tive  transactions pro­
vided the in su re r meets ce rta in  conditions o f its  dom estic state law . In  th is  
document, an in su re r covered by the  Law  is re fe rred  to  as an insurance  
company.
2. The requ irem ents o f the  Law  include the  fo llow ing :
•  A pprova l by the board o f d irectors, o r a s im ila r body, o f de riva tive  
transactions
•  Subm ission o f a de riva tive  use p lan  (the D U P ) to  the  D epartm ent
•  Assessment by an independent ce rtified  pub lic  accountant (CPA) o f 
the  insurance company’s in te rn a l contro l over deriva tive  transactions.
3. In  a dd ition  to the Law , the D epartm en t also has established Regula­
tio n  No. 163, “D e riva tive  Transactions” (11 NYCRR 178) (the R egula tion), 
w h ich  provides guidance in  im p lem en ting  the Law . Section 178.6(b) o f Regula­
tio n  No. 163 states the  fo llow ing.
As set fo r th  in  section 1410(b)(5) o f the  Insurance Law , an in s u re r engaging in  
de riva tive  transactions sh a ll be req u ire d  to  inc lude, as p a rt o f the  eva lua tion  
o f accounting procedures and in te rn a l contro ls requ ired  to  be file d  p u rsu a n t to 
section 307 o f the Insu rance Law , a s ta tem ent describ ing the  assessment by 
the  independent ce rtifie d  pub lic  accountant o f the  in te rn a l contro ls re la tiv e  to 
de riva tive  transactions. The purpose o f th is  p a rt o f the  eva lu a tion  is to  assess 
the  adequacy o f the  in te rn a l contro ls re la tive  to  the  de riva tive  transactions.
Such an assessment sh a ll be made w he the r o r no t the  de riva tive  transactions 
are m a te ria l in  re la tio n  to  the  in s u re r’s fin a n c ia l s tatem ents and sh a ll re p o rt 
a ll m a te ria l deficiencies in  in te rn a l con tro l re la tive  to  de riva tive  transactions, 
w h e the r o r no t such deficiencies w ou ld  lead to an o therw ise “reportab le  condi­
tio n ,” as th a t te rm  is used in  a u d itin g  standards adhered to  by ce rtifie d  pub lic  
accountants. The s ta tem ent describ ing the  assessment need no t be set fo r th  in  
a separate report.
4. The D epartm en t has proposed th a t the  R egula tion be amended to 
provide th a t an assessment in  the  fo rm  o f an agreed-upon procedures engage­
m ent or o the r a tte s ta tio n  engagement, as those te rm s are used in  standards 
adhered to by CPAs, m ay be used to  m eet the re q u ire m e n t fo r an assessm ent
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o f in te rn a l contro l over d e riva tive  transactions. T h is  proposed am endm ent to 
the R egula tion  has no t been prom ulgated  a t the  date o f th is  S tatem ent o f 
Position  (SOP). However, in  a le tte r dated A p r il 27, 2001, the D epartm ent 
sta ted the  fo llow ing :
T h is  le tte r con firm s th a t in  de te rm in in g  com pliance w ith  Section 1410(b)(5) o f 
the  Insu rance  Law , the  D epa rtm en t acknowledges th a t an agreed-upon proce­
dures engagement, in c lu d in g  an engagem ent perform ed us ing  the  procedures 
in  the  proposed SOP (“P erfo rm ing  A greed-U pon Procedures Engagem ents th a t 
Address In te rn a l C on tro l O ver D e riva tive  T ransactions as R equired by the  N ew  
Y o rk  S tate Insu rance La w ” ), can be used to  sa tis fy  the  s ta tu to ry  requ irem en t.
5. The D U P  was due to  be file d  by applicable insurance companies by 
January  1, 2000. The f ir s t  independent CPA’s re p o rt is  due on June 1, 2001. 
The Law  expires on June 30, 2003; however, the State o f New Y o rk  m ay extend 
the  e xp ira tion  date.
6. As p rev ious ly  stated, the  le tte r  from  the D epartm en t ind icates th a t an 
agreed-upon procedures engagem ent or o ther a tte s ta tio n  engagement m ay be 
used to sa tis fy  the requ irem ents o f the Law . However, th is  SOP on ly describes 
an agreed-upon procedures engagement. I t  does no t address any o ther a ttes ta ­
tio n  engagements th a t m ig h t be perform ed, such as an exam ina tion -leve l 
a tte s ta tio n  engagement. F or guidance on perfo rm ing  such o ther a ttes ta tion  
engagements, see “A tte s t Engagem ents,” in  S tatem ent on Standards fo r A t­
tes ta tion  Engagem ents (SSAE) No. 10, A ttesta tion  S tandards: Revision and  
C od ifica tion  (A IC PA , Professional S tandards, vol. 1, A T  sec. 101).
Applicability
7. T h is  SOP was developed to  provide p ra c tition e rs  w ith  guidance on 
perfo rm ing  agreed-upon procedures engagements th a t address an insurance 
company’s in te rn a l contro l over deriva tive  transactions to  m eet the requ ire ­
m ents o f the  Law . P rac titione rs  should note th a t the  engagement described in  
th is  SOP is designed on ly  to  sa tis fy  the  requ irem ents o f the Law . The proce­
dures, as set fo rth  in  th is  SOP, are no t necessarily appropria te  fo r use in  any 
o the r engagement.
8. A lth ou g h  the D epartm en t has ind ica ted  th a t an agreed-upon proce­
dures engagement p u rsuan t to  th is  SOP can be used to  sa tis fy  the requ ire ­
m ents fo r an assessment o f in te rn a l contro l over d e riva tive  transactions, the  
D epartm ent has no t agreed to  the suffic iency o f the procedures included in  th is  
SOP fo r th e ir  purposes.
The Law
Definition of a Derivative
9. A rtic le  14 o f the Law  defines a d e riva tive  in s tru m e n t as in c lu d in g  caps, 
collars, floors, fo rw ards, fu tu res , options, swaps, sw aptions, and w arran ts .
10. The fo llow ing  de fin itio ns  are included in  the Law  and are applicable 
when pe rfo rm ing  the  agreed-upon procedures engagem ent described in  th is  
SOP.
Cap— A n  agreem ent o b liga ting  the  se lle r to  m ake paym ents to  the buyer 
w ith  each paym ent based on the am ount by w h ich  a reference price or leve l 
or the  perform ance or va lue o f one or more u nd e rly in g  in te rests  exceeds a 
predeterm ined num ber, sometimes called the s trike  ra te  or s tr ike  price.
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C o lla r—A n  agreem ent to  receive paym ents as the  buyer o f an option, cap, 
o r floo r and to  m ake paym ents as the se ller o f a d iffe re n t option, cap, or 
floor.
F loo r—A n  agreem ent ob liga ting  the  se lle r to m ake paym ents to  the  buyer 
in  w h ich  each paym ent is based on the  am ount by w h ich  a predeterm ined 
num ber, sometimes called the floo r ra te  o r price, exceeds a reference price, 
level, perform ance, o r va lue o f one o r more u nd e rly in g  in terests.
F o rw a rd —A n  agreem ent (o ther th a n  a fu tu re ) to  m ake o r take  de live ry  in  
the  fu tu re  o f one o r m ore u nd e rly in g  in te rests, o r effect a cash se ttlem ent, 
based on the actua l o r expected price, level, perform ance, o r va lue o f such 
und e rly in g  in te rests, b u t sha ll no t m ean o r include spot transactions 
effected w ith in  custom ary se ttlem en t periods, when-issued purchases, or 
o ther s im ila r cash m a rke t transactions.
F u tu re —A n  agreem ent traded on a fu tu res  exchange, to  m ake or take  
de live ry  of, o r effect a cash se ttlem ent based on the actua l o r expected price, 
level, perform ance, o r va lue o f one o r m ore und e rly in g  in te rests.
O ption— A n agreem ent g iv in g  the  buyer the  r ig h t to  buy o r receive (a ca ll 
op tion ), se ll or de liver (a p u t option), en te r in to , extend o r te rm ina te , or 
effect a cash se ttlem ent based on the  actua l or expected price, spread, leve l, 
perform ance, or va lue o f one o r more und e rly in g  in terests.
Sw ap—A n  agreem ent to  exchange o r to  ne t paym ents a t one or more tim es 
based on the actua l o r expected price, y ie ld , leve l, perform ance, o r value o f 
one or m ore u nd e rly in g  in terests.
S w aption— A n  option  to purchase o r sell a swap a t a given price and tim e  
o r a t a series o f prices and tim es. A  sw aption does not m ean a swap w ith  
an embedded option.
W arran t— A n in s tru m e n t th a t gives the  ho lder the  r ig h t to  purchase o r sell 
the  u nd e rly in g  in te re s t a t a g iven price and tim e  or a t a series o f prices 
and tim es o u tlined  in  the w a rra n t agreement.
11. A rtic le  14 o f the  Law  pe rm its  an insurance company to  en te r in to  
rep lica tion  transactions  provided th a t ce rta in  conditions set fo rth  in  the  Law  
are m et. A  rep lica tion  transaction  is defined in  the  Law  as fo llows.
A derivative transaction or combination of derivative transactions effected 
either separately or in  conjunction w ith  cash market investments included in 
the insurer’s investment portfolio in  order to replicate the investment charac­
teristic of another authorized transaction, investment or instrument and/or 
operate as a substitute for cash market transactions. A  derivative transaction 
entered into by the insurer as a hedging transaction or income generation 
transaction authorized pursuant to this section [of the Law] shall not be 
considered a replication transaction.
Derivative Use Plan
12. A n  insurance company e n te ring  in to  d e riva tive  transactions m ust file  
a D U P  w ith  the D epartm ent. The D U P  genera lly  should include the fo llow ing  
item s:1
•  A  ce rtifie d  copy o f the a u th o riza tio n  by the in su re r’s board o f d irectors, 
or o the r s im ila r body, to  file  the  DUP, w h ich  should include a u th o ri­
za tion  o f de riva tive  transactions and an assurance th a t in d iv id u a ls  
responsible fo r d e riva tive  transactions, processes, and controls have 
the  necessary experience and knowledge
1 Reference should be made to the Law and the Regulation for specific details and exact 
requirements.
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•  A  section on m anagem ent overs igh t standards in c lu d in g  a discussion 
o f the  fo llow ing :
—  L im its  on id e n tifie d  risks
—  C ontrols over the  na tu re  and am ount o f id e n tifie d  risks
—  Processes fo r id e n tify in g  such risks
—  Processes fo r docum enting, m on ito ring , and rep o rting  r is k  expo­
sure
—  In te rn a l a u d it and review  processes th a t ensure in te g rity  o f the 
overa ll r is k  m anagem ent process
—  Q u a rte rly  rep o rting  to  the  board o f d irectors
—  The estab lishm ent o f r is k  to lerance levels
—  M anagem ent’s m easurem ent and m on ito ring  aga inst those levels
•  A  section on in te rn a l contro l and rep o rting  in c lu d in g  a discussion o f 
the fo llow ing :
—  The existence o f controls over the  va lu a tio n  and effectiveness o f 
deriva tive  ins trum en ts
—  C re d it r is k  m anagem ent
—  The adequacy o f professional personnel
—  Technica l expertise and systems
—  M anagem ent rep o rting
—  The rev iew  and legal en fo rceab ility  o f de riva tive  contracts be­
tw een parties
•  A  section on docum entation and rep o rting  requ irem ents w h ich  sha ll 
fo r each deriva tive  transaction  docum ent the  fo llow ing :
—  The purpose o f the  transaction
—  The assets o r lia b ilit ie s  to  w h ich  the  transaction  re lates
—  The specific d e riva tive  in s tru m e n t used
—  F or over-the-counter (OTC) transactions, the  name o f the  coun­
te rp a rty  and coun te rparty  exposure am ount
—  F or exchange traded  transactions, the  name o f the exchange and 
the name o f the  f irm  h an d ling  the  trade
•  W ritte n  guide lines to  be fo llow ed in  engaging in  deriva tive  transac­
tions. The guide lines should include or address the fo llow ing :
—  The type, m a tu rity , and d ive rs ifica tion  o f de riva tive  ins tru m e n ts
—  The lim ita tio n  on coun te rparty  exposures, in c lu d ing  lim ita tio n s  
based on c red it ra tings
—  The lim ita tio n s  on the use o f deriva tives
—  Asset and lia b il ity  m anagem ent practices w ith  respect to  deriva ­
tive  transactions
—  The liq u id ity  needs and the  insurance company’s cap ita l and 
surp lus as i t  re lates to  the  D U P
—  The po licy objectives o f m anagem ent specific enough to o u tline  
perm issib le  de riva tive  strateg ies
—  The re la tio n sh ip  o f the strateg ies to  the in su re r’s operations
—  H ow  the  strategies re la te  to the in su re r’s r is k
—  A  requ irem en t th a t m anagem ent estab lish  and execute manage­
m ent oversigh t standards as requ ired  by the  Law
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—  A  requ irem en t th a t m anagem ent estab lish  and execute in te rn a l 
contro l and rep o rting  standards as requ ired  by the  Law
—  A  requ irem en t th a t m anagem ent estab lish  and execute documen­
ta tio n  and rep o rting  standards as requ ired  by the  Law
•  G uide lines fo r the  in su re r’s de te rm ina tion  o f acceptable levels o f basis 
r is k , c red it r is k , fo re ign  currency r is k , in te re s t ra te  ris k , m arke t r is k , 
opera tiona l r is k , and option  r is k
•  A  requ irem en t th a t the board o f d irectors and senior m anagem ent 
com ply w ith  r is k  overs igh t functions and adhere to law s, ru les, regu­
la tions, prescribed practices, or e th ica l standards
Related Professional Standards
AT Section 201, "Agreed-Upon Procedures Engagements," 
Statement on Standards for Attestation Engagements No. 10
13. Agreed-upon procedures engagements perform ed to  m eet the  requ ire ­
m ents o f the  Law  are to  be perform ed in  accordance w ith  A T  section 201, 
Agreed-Upon Procedures Engagements, in  SSAE No. 10. As described in  A T  
section 201.03, an agreed-upon procedures engagement is one in  w h ich  a 
p ra c titio n e r is  engaged by a c lie n t to  issue a rep o rt o f find ings  based on specific 
procedures perform ed on the subject m a tte r. N o t a ll o f the  provisions o f A T  
section 201 are discussed herein . R ather, th is  SOP includes guidance to  assist 
p ra c tition e rs  in  the app lica tion  o f selected aspects o f A T  section 201.
14. A T  section 201.06 states, in  p a rt, th a t the p ra c titio n e r m ay perform  
an agreed-upon procedures engagement provided th a t, “ . . . (c) the p ra c titio n e r 
and the  specified parties  agree upon the procedures perform ed o r to  be per­
form ed by the  p ra c titio n e r; and (d) the  specified parties  take  resp on s ib ility  fo r 
the  suffic iency o f the  agreed-upon procedures fo r th e ir  purposes.”
15. As p rev ious ly  stated, the  le tte r from  the  D epartm en t states th a t an 
agreed-upon procedures engagem ent m ay be used to  m eet the  requ irem en t fo r 
an independent CPA’s assessment o f in te rn a l contro l over d e riva tive  transac­
tions, and acknowledges the  use o f th is  SOP in  such engagements. According ly, 
p rac tition e rs  should no t e lim ina te  any o f the procedures presented in  appendix
B, “Agreed-Upon Procedures fo r T esting  In te rn a l C on tro l O ver D e riva tive  
Transactions” , o f th is  SOP or reduce the  exten t o f the tests. The D epartm ent 
o r the  insurance company m ay request th a t a dd itio na l procedures be per­
form ed and the p ra c titio n e r m ay agree to  perfo rm  such procedures. In  those 
circum stances, i t  w ou ld  be expected th a t the a dd itio na l procedures w ould  be 
perform ed in  the  context o f a separate agreed-upon procedures engagement.
16. As previously noted, the D epartm en t has no t agreed to  the  su ffic iency 
o f the  procedures included in  th is  SOP fo r th e ir  purposes. Therefore, the 
D epartm ent shou ld  not be named as a specified p a rty  to the agreed-upon 
procedures report, and  the use o f a p ra c titio n e r’s agreed-upon procedures report, 
issued in  accordance w ith  th is  SOP, shou ld  be restricted to the board o f d irectors  
and  m anagem ent o f  the insurance company. A lthough  the D epartm en t is n o t a 
specified p a rty , footnote 15 o f A T  section 101, A ttest Engagements, states the  
fo llow ing , in  p a rt:
. . .  a regulatory agency as part of its oversight responsibility for an entity may
require access to restricted-use reports in which they are not named as a
specified party.
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Statement on Auditing Standards No. 92 , Auditing Derivative 
Instruments,  Hedging Activities,  and Investments in Securities
17. S ta tem en t on A u d itin g  S tandards (SAS) No. 92, A u d it in g  D eriva tive  
Ins trum en ts , H edg ing  A c tiv itie s , and  Investm ents in  Securities  (A IC P A , P ro ­
fessional S tandards, vo l. 1, A U  sec. 332), provides guidance to  aud ito rs  in  
p la n n in g  and p e rfo rm in g  a u d itin g  procedures fo r fin a n c ia l s ta tem ent asser­
tio ns  about de riva tive  ins tru m e n ts , hedging  a c tiv itie s , and investm en ts  in  
securities in  a fin a n c ia l s ta tem ent a u d it perform ed in  accordance w ith  gener­
a lly  accepted a u d itin g  standards. A  p ra c titio n e r p e rfo rm in g  the  agreed-upon 
procedures engagem ent described in  th is  SOP m ay fin d  i t  h e lp fu l to  consider 
the  guidance in  SAS No. 92 and the  re la ted  a u d it guide o f the  same name 
supporting  SAS No. 92. S pecifica lly , the  p ra c titio n e r should consider A U  
sections 332.05 and 332.06 o f SAS No. 92 w h ich  describe the  need fo r special 
s k ill o r know ledge to p la n  and perfo rm  the  a u d itin g  procedures presented in  
SAS No. 92. T h a t same s k ill and know ledge is needed to  perfo rm  the  proce­
dures described in  th is  SOP.
18. The procedures in  th is  SOP are n o t designed to  m eet the requirem ents 
o f genera lly  accepted a u d itin g  standards fo r an a u d it o f the  fin a n c ia l sta te ­
m ents o f an e n tity  th a t engages in  d e riva tive  transactions. In  add ition , per­
fo rm ing  the  a u d it procedures described in  SAS No. 92 w ould  no t m eet the 
requirem ents o f th is  SOP.
19. In  an a u d it o f fin a n c ia l statem ents, the a u d ito r m ay determ ine th a t 
he o r she w ill  no t perfo rm  procedures re la ted  to  d e riva tive  transactions be­
cause they are no t m a te ria l to  the fin a n c ia l statem ents. There is no req u ire ­
m ent to  perfo rm  the  procedures described in  th is  SOP w hen perfo rm ing  an 
a u d it o f fin a n c ia l statem ents. In  contrast, the  Law  requires th a t an assessment 
o f in te rn a l contro l be perform ed w he ther o r no t the  d e riva tive  transactions are 
m a te ria l to  the in su re r’s fin a n c ia l statem ents. According ly, a decision no t to 
perfo rm  procedures re la ted  to  de riva tive  transactions in  an a u d it o f fin an c ia l 
sta tem ents, because o f im m a te ria lity , w ou ld  no t a llev ia te  the  requ irem en t to 
perfo rm  the agreed-upon procedures engagem ent described herein .
Procedures to Be Performed
20. The agreed-upon procedures to be perform ed are d irected tow ard  
tests o f controls over de riva tive  transactions th a t occurred d u rin g  the  period 
covered by the  p ra c titio n e r’s report. A ny  pro jection  o f the  p ra c titio n e r’s fin d ­
ings to  the  fu tu re  is subject to  the  r is k  th a t because o f change, the  contro ls m ay 
no longer be in  existence, su ita b ly  designed, or opera ting  e ffective ly. A lso, the  
p o te n tia l effectiveness o f contro ls over d e riva tive  transactions is  subject to  
in h e re n t lim ita tio n s  and, accordingly, e rrors o r fra u d  m ay occur and no t be 
detected.
21. The procedures to  be perform ed in  the  agreed-upon procedures en­
gagement described in  th is  SOP are presented in  appendix B. The procedures 
have been designed so th a t the  find ings  re su ltin g  from  the  app lica tion  o f the 
procedures can be recorded in  a ta b u la r fo rm a t. The find ings  fo r each proce­
dure should be reported  as No Exception, Exception, o r N /A  (no t applicable). I f  
a procedure is  no t applicable to  a p a rtic u la r insurance company, the procedure 
should be m arked N /A  ra th e r th a n  deleted from  the report.
22. Section 1 o f appendix B  o f th is  SOP is applicable to  a ll insurance 
companies th a t en te r in to  deriva tive  transactions. Therefore, the  procedures 
in  section 1 are to  be perform ed in  a ll engagem ents perfo rm ed  in  accordance
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w ith  th is  SOP. Sections 2 th rough  10 o f appendix B o f th is  SOP each address 
a specific type o f de riva tive . The procedures in  those sections are to  be per­
form ed on ly  i f  the insurance company entered in to  d e riva tive  transactions o f 
the  type covered by the  section. Sections th a t address types o f deriva tives not 
used by the insurance company should no t be a ttached to the  agreed-upon 
procedures report.
23. I f  any po rtion  o f a procedure resu lts  in  an exception, the  fin d ings  fo r 
th a t e n tire  procedure should be recorded as an exception and described in  the 
section “D escrip tion  o f Exceptions I f  A ny ,” a t the end o f each section. The 
p ra c titio n e r should provide a b r ie f fac tua l exp lanation  fo r each exception th a t 
w ill enable the  specified parties  to  understand  the na tu re  o f the  find ings  
re su ltin g  in  the exception. I f  m anagem ent in fo rm s the  p ra c titio n e r th a t the 
cond ition  g iv in g  rise  to  the  exception was corrected by the  date o f the p ra c ti­
tio n e r’s report, the  p ra c titio n e r’s exp lanation  o f the  exception m ay include th a t 
in fo rm a tio n ; fo r exam ple, “M anagem ent has advised us th a t the  cond ition  
re su ltin g  in  the  exception was corrected on M on th  X, 20XX. We have perform ed 
no procedures w ith  respect to  m anagem ent’s assertion.”
24. A  p ra c titio n e r m ay perform  s ign ifican t portions o f the  agreed-upon 
procedures engagement before the  end o f the period covered by the  report. If ,  
d u rin g  th a t tim e , the p ra c titio n e r ide n tifie s  conditions th a t re su lt in  an excep­
tio n  in  one o r more agreed-upon procedures, he or she should rep o rt the 
exception in  the find ings  section o f the  agreed-upon procedures repo rt, even i f  
m anagem ent corrects the cond ition  p rio r to  the  end o f the period.
25. The Law  requires the insurance company to  provide the D epartm en t 
w ith  a sta tem ent describ ing the independent CPA’s assessment o f the  in s u r­
ance company’s in te rn a l contro l over deriva tive  transactions. I t  also requires 
the  insurance company to  include a descrip tion  o f any rem ed ia l actions taken  
o r proposed to  be taken  to correct any deficiencies id e n tifie d  by the  inde­
pendent CPA.
26. A T  section 201.40 states the  fo llow ing.
The p ra c titio n e r need no t pe rfo rm  procedures beyond the  agreed-upon proce­
dures. However, in  connection w ith  the  ap p lica tio n  o f agreed-upon procedures, 
i f  m a tte rs  come to the  p ra c titio n e r’s a tte n tio n  by o the r means th a t s ig n ific a n tly  
con tra d ic t the  subject m a tte r (o r w r itte n  assertion re la ted  the re to ) re fe rred  to 
in  the  p ra c titio n e r’s repo rt, the  p ra c titio n e r should inc lude  th is  m a tte r in  h is  
o r h e r report. For exam ple, i f  d u rin g  the  course o f a p p ly ing  agreed-upon 
procedures reg a rd ing  an e n tity ’s in te rn a l con tro l, the  p ra c titio n e r becomes 
aw are o f a m a te ria l weakness by means o the r th a n  perform ance o f the  agreed- 
upon procedures, the  p ra c titio n e r should inc lude  th is  m a tte r in  h is  o r he r 
report.
27. A  p ra c titio n e r has no ob liga tion  to  perfo rm  procedures beyond the 
agreed-upon procedures included in  appendix B o f th is  SOP. However, i f  
in fo rm a tio n  in d ica tin g  a weakness in  in te rn a l contro l over de riva tive  transac­
tions comes to  the  p ra c titio n e r’s a tte n tio n  by o ther means, such in fo rm a tio n  
should be included in  the  p ra c titio n e r’s report. T h is w ou ld  app ly to  conditions 
or events occurring  d u rin g  the  subsequent-events period (subsequent to the 
period covered by the p ra c titio n e r’s rep o rt b u t p r io r to the  date o f the  p ra c ti­
tio n e r’s report) th a t e ith e r con trad ic t the find ings in  the rep o rt or th a t w ould 
have resu lted  in  the  re p o rtin g  o f an exception by the  p ra c titio n e r i f  th a t 
cond ition  or event had existed d u rin g  the  period covered by the report. H ow ­
ever, the  p ra c titio n e r has no resp on s ib ility  to  perform  any procedure to  detect 
such conditions or events.
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Establishing an Understanding With the Client
28. In  accordance w ith  A T  section 201.10, the  p ra c titio n e r should estab­
lis h  an unders tand ing  w ith  the  c lie n t regard ing  the  services to be perform ed. 
Such an unders tand ing  reduces the  r is k  th a t the  c lie n t m ay m is in te rp re t the 
objectives and lim ita tio n s  o f an agreed-upon procedures engagement per­
form ed to  m eet the regu la to ry  requ irem ents o f the  Law . Such an under­
s ta n d in g  a lso reduces th e  r is k  th a t th e  c lie n t w i l l  m isu n d e rs ta n d  its  
respons ib ilities  and the  respons ib ilities  o f the p ra c tition e r. The p ra c titio n e r 
should docum ent the  unders tand ing  in  the  w o rk ing  papers, p re fe rab ly  th rough  
a w ritte n  com m unication w ith  the  c lie n t (an engagement letter). The com m uni­
cation should be addressed to  the c lien t. M a tte rs  th a t m ig h t be inc luded  in  such 
an unders tand ing  are the  fo llow ing :
•  A  s ta tem ent con firm ing  th a t an agreed-upon procedures engagement 
is to  be perform ed to  m eet the  requ irem ents o f Section 1410(b)(5) o f 
the  Law
•  A  sta tem ent id e n tify in g  the  procedures to  be perform ed as those set 
fo rth  in  th is  SOP
•  A  sta tem ent id e n tify in g  the  c lie n t as the  specified p a rty  to  the  agreed- 
upon procedures repo rt
•  A  sta tem ent acknow ledging the c lie n t’s resp on s ib ility  fo r the  s u ffi­
ciency o f the procedures in  the SOP
•  A  s ta tem ent acknow ledging th a t the  p ra c titio n e r makes no repre ­
senta tion  regard ing  the  suffic iency o f the  procedures in  the  SOP
•  A  sta tem ent describ ing the  respons ib ilities  o f the p ra c tition e r, in c lu d ­
in g  b u t no t lim ite d  to  the resp on s ib ility  to  perfo rm  the  agreed-upon 
procedures and to  provide the  c lie n t w ith  a report, and the  c ircum ­
stances under w h ich  the p ra c titio n e r m ay decline to  issue a repo rt
•  A  sta tem ent in d ica tin g  th a t the  engagem ent w ill  be conducted in  
accordance w ith  a tte s ta tio n  standards established by the A m erican 
In s titu te  o f C e rtified  P ub lic  Accountants (A IC PA )
•  A  sta tem ent in d ica tin g  th a t an agreed-upon procedures engagement 
does no t constitu te  an exam ina tion , the  objective o f w h ich  w ou ld  be 
the expression o f an op in ion  on the  in te rn a l contro l over deriva tive  
transactions, and th a t i f  an exam ina tion  were perform ed, o ther m a t­
te rs m ig h t come to  the  p ra c titio n e r’s a tte n tio n
•  A  sta tem ent in d ica tin g  th a t the p ra c titio n e r w ill no t express an 
op in ion  o r any o the r fo rm  o f assurance
•  A  sta tem ent describ ing the c lie n t’s resp on s ib ility  to  com ply w ith  the 
Law  and the  c lie n t’s resp on s ib ility  fo r the design and operation o f 
effective in te rn a l contro l over deriva tive  transactions
•  A  sta tem ent describ ing the c lie n t’s resp on s ib ility  fo r p ro v id ing  accu­
ra te  and complete in fo rm a tio n  to  the p ra c titio n e r
•  A  sta tem ent in d ica tin g  th a t the p ra c titio n e r has no resp on s ib ility  fo r 
the  completeness or accuracy o f the in fo rm a tio n  provided to  the 
p ra c titio n e r
•  A  sta tem ent re s tr ic tin g  the use o f the  rep o rt to  the  c lien t
•  A  sta tem ent describ ing any arrangem ents to  invo lve  a specia list
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Management Representations
29. A lth ou g h  A T  section 201 does no t requ ire  a p ra c titio n e r to  ob ta in  a 
represen ta tion  le tte r from  m anagem ent in  an agreed-upon procedures engage­
m ent, i t  is  recommended th a t the  p ra c titio n e r ob ta in  such a le tte r  when 
perfo rm ing  the  engagem ent described in  th is  SOP. The rep resen ta tion  le tte r 
genera lly  should be signed by the appropria te  m embers o f m anagem ent in c lu d ­
in g  the  h ighest ra n k in g  o fficer responsible fo r in te rn a l contro l over deriva tive  
transactions. M anagem ent’s re fusa l to  fu rn ish  w ritte n  representations th a t 
the  p ra c titio n e r has determ ined to be appropria te  fo r the  engagem ent consti­
tu tes a lim ita tio n  on the  perform ance o f the  engagem ent th a t requ ires e ithe r 
m od ifica tion  o f the  re p o rt o r w ith d ra w a l from  the engagement.
30. The representa tions th a t a p ra c titio n e r deems appropria te  w ill de­
pend on the specific na tu re  o f the  engagement; however, the  p ra c titio n e r 
o rd in a rily  w ou ld  ob ta in  the  fo llo w in g  representations from  m anagem ent:
•  A  sta tem ent acknow ledging respon s ib ility  fo r estab lish ing  and m a in ­
ta in in g  effective in te rn a l contro l over d e riva tive  transactions
•  A  statem ent th a t there have been no errors or fraud  th a t m ig h t indicate 
a weakness in  the in te rna l control over derivative transactions
•  A  sta tem ent th a t m anagem ent has disclosed to  the p ra c titio n e r a ll 
s ig n ifica n t deficiencies in  the  design o r opera tion  o f the  in te rn a l 
contro l over d e riva tive  transactions
•  A  sta tem ent th a t m anagem ent has disclosed to  the p ra c titio n e r any 
com m unications from  re g u la to ry  agencies, in te rn a l aud itors, and 
o the r p ra c titione rs  o r consu ltan ts re la tin g  to  the  in te rn a l contro l over 
d e riva tive  transactions
•  A  sta tem ent th a t m anagem ent has made ava ilab le  to  the  p ra c titio n e r 
a ll in fo rm a tio n  they believe is re levan t to  the  in te rn a l contro l over 
deriva tive  transactions
•  A  sta tem ent th a t m anagem ent has responded fu lly  to  a ll inq u irie s  
made by the  p ra c titio n e r d u rin g  the  engagement
•  A  sta tem ent th a t no events have occurred subsequent to  the  date as 
o f w h ich  the  procedures were applied th a t w ou ld  requ ire  ad justm ent 
to  o r m od ifica tion  to  responses to  the agreed-upon procedures
31. A n  illu s tra tiv e  represen ta tion  le tte r  is  presented in  appendix C, 
“ I llu s tra tiv e  M anagem ent R epresentation L e tte r” o f th is  SOP. F or add itio na l 
in fo rm a tio n  regard ing  m anagem ent’s representa tions in  an agreed-upon pro­
cedures engagement, see A T  sections 2 0 1 .3 7 -.39.
Restriction on the Performance of Procedures
32. As p rev ious ly  stated, a p ra c titio n e r should no t agree to  do e ith e r o f 
the  fo llow ing .
a. E lim in a te  any o f the  procedures presented in  appendix B o f th is  SOP, 
unless a section is no t applicable  because the  insurance company d id  
no t en te r in to  deriva tive  transactions addressed by the section.
b. Reduce the exten t o f the tests in  an applicable  section.
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33. I f  c ircum stances impose re s tric tio n s  on the  perform ance o f the  
agreed-upon procedures presented in  appendix B  o f th is  SOP, the  p ra c titio n e r 
should describe the  res tric tion (s ) in  h is  or he r re p o rt or w ith d ra w  from  the 
engagement.
Dating the Report
34. The date o f com pletion o f the  agreed-upon procedures should be used 
as the date o f the p ra c titio n e r’s report.
Effective Date
35. T h is  SOP is e ffective upon issuance and is applicable on ly  to agreed- 
upon procedures engagements th a t address in te rn a l contro l over deriva tive  
transactions requ ired  by the  Law.
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APPENDIX A
Illustrative Agreed-Upon Procedures Report
The fo llo w in g  is an illu s tra tiv e  agreed-upon procedures re p o rt based on the  
guidance in  A T  section 201, Agreed-Upon Procedures Engagements, in  S ta te­
m ent on Standards fo r A tte s ta tio n  Engagem ents (SSAE) No. 10, A ttesta tion  
S tandards: Revision and  R ecodification  (A IC PA , Professional S tandards, vol. 
1, A T  sec. 201).
Independent A ccountan t’s R eport 
on A p p ly in g  A greed-U pon Procedures
To the  M anagem ent o f A B C  Insu rance Company:
W e have perform ed the  applicab le procedures enum erated in  the  A m erican  
In s titu te  o f C e rtifie d  P ub lic  A ccountan ts ’ S ta tem ent o f P osition  (SOP), 01-3, 
P e r fo rm in g  A g re e d -U p o n  P ro c e d u re s  E n g a g e m e n ts  T h a t  A d d re s s  I n t e r n a l  C o n ­
t r o l  O v e r  D e r iv a t iv e  T r a n s a c t io n s  a s  R e q u ire d  b y  th e  N e w  Y o rk  S ta te  In s u ra n c e  
L a w ,  w h ich  w ere agreed to  by ABC  Insu rance Com pany, solely to  assist you in  
com p ly ing w ith  the  requ irem en ts  o f Section 1410(b)(5) o f the  N ew  Y o rk  S tate 
Insu rance  Law , as amended (the Law ), w h ich  addresses the  assessment o f 
in te rn a l con tro l over de riva tive  transactions as defined in  Section 1401(a) o f 
the  Law , and Section 178.6(b) o f R egu la tion  No. 163 d u rin g  the  yea r ended 
December 31, 20XX. M anagem ent o f A B C  Insurance Com pany is  responsible 
fo r m a in ta in in g  effective in te rn a l con tro l over de riva tive  transactions. T h is  
agreed-upon procedures engagem ent was conducted in  accordance w ith  a ttes ta ­
tio n  standards established by the  A m erican  In s titu te  o f C e rtifie d  P ub lic  Ac­
countants. The su ffic iency o f these procedures is  solely the  re sp o n s ib ility  o f 
A B C  Insu rance  Com pany. Consequently, we m ake no rep resenta tion  regard ing  
the  su ffic iency o f the  procedures described in  the a ttached appendix e ith e r fo r 
the  purpose fo r w h ich  th is  re p o rt has been requested o r fo r any o th e r purpose.
The procedures perfo rm ed and the  fin d in g s  are inc luded in  the  attached 
appendix.
We were no t engaged to  and d id  no t conduct an exam ina tion , the  objective o f 
w h ich  w ou ld  be the  expression o f an op in ion  on the  in te rn a l con tro l over 
de riva tive  transactions o f A B C  Insu rance Com pany fo r the  yea r ended Decem­
ber 31, 20XX. A ccord ing ly , we do no t express such an op in ion. H ad we pe r­
form ed a d d itio n a l procedures, o the r m a tte rs  m ig h t have come to  ou r a tte n tio n  
th a t w ou ld  have been reported  to  you.
T h is  re p o rt is  in tended sole ly fo r the  in fo rm a tio n  and use o f the  m anagem ent 
and Board o f D irec to rs  o f A B C  Insu rance Com pany and is  no t in tended  to  be 
and should no t be used by anyone o th e r th a n  these specified parties.
[S ig n a tu re ]
[D a te ]
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Agreed-Upon Procedures for Testing Internal Control 
Over Derivative Transactions
The fo llow ing  tab le  lis ts  the  types o f deriva tive  transactions p e rm itted  by the 
N ew  Y o rk  D e riva tive  Law  (the Law ). We inq u ired  o f m anagem ent o f the 
insurance company as to  w he ther the  insurance company used the  type o f 
deriva tive  addressed by each section, and m arked the colum n e n title d  “Is the 
Section Applicable?” e ith e r Yes or N o  based on m anagem ent’s response to the 
in q u iry . F or each type o f deriva tive  w ith  a Yes response, we perform ed the 
procedures in  the  applicable section and attached the  section to  the  report. For 
each type o f d e riva tive  w ith  a N o  response, we d id  no t perform  procedures nor 
d id  we a ttach  the  applicable section to the  report. We compared the types o f 
deriva tive  reported  by the  insurance company in  its  “Schedule o f D e riva tive  
Transactions” included in  the  A n nu a l S tatem ent w ith  the  types o f deriva tives 
lis te d  in  the fo llo w in g  tab le  and found th a t the  types o f deriva tives included in  
the  schedule were m arked Yes in  the  table.
Attachments to the Report
Section of the 
Agreed-Upon Procedures
N o . ____________T ype o f  D e r iv a t iv e ___________
1 A ll D e riva tive  Types ______Yes
2 Cap C ontracts __________
3 C o lla r C ontracts __________
4 F loor C ontracts __________
5 F orw ard  C ontracts __________
6 F u tu re  C ontracts __________
7 O ption  C ontracts __________
8 Swap C ontracts __________
9 Sw aption C ontracts __________
10 W a rra n t C ontracts
Is the Section 
Applicable?
Yes o r  N o
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Section 1 — All Derivative Types
P ro c e d u re s
The fo llow ing  procedures were perform ed to 
te s t controls applicable to  a ll de riva tive  tra n s ­
actions. The procedures were applied to  the 
in te rn a l contro l over de riva tive  transactions in  
existence d u rin g  the year ended December 31, 
20XX.
F in d in g s
N o
E x c e p tio n  E x c e p tio n  N /A
D ocum enta tion  o f C ontro ls, P olic ies, 
and Procedures
1. Read the insurance company’s deriva tive  
use p lan  (DUP), am endm ents thereto , and 
its  docum entation o f controls, policies, and 
procedures th a t describe in te rn a l contro l 
over d e riva tive  transactions and found 
th a t the D U P  and the  docum entation o f 
controls, policies, and procedures include 
a descrip tion  o f controls th a t address the 
fo llow ing :
a. Systems or processes fo r the periodic 
va lu a tio n  o f d e riva tive  transactions in ­
c lud ing  m echanisms fo r com pensating 
fo r any lack o f independence in  va lu ing  
d e riva tive  positions (V a lua tion )
b. Systems o r processes fo r de te rm in ing  
w he ther a de riva tive  in s tru m e n t used 
fo r hedging or rep lica tion  has been ef­
fective (Effectiveness)
c. C re d it r is k  m anagem ent systems or 
processes fo r over-the-counter (OTC) 
d e riva tive  transactions th a t m easure 
c red it r is k  exposure using  the counter­
p a rty  exposure am ount and policies fo r 
the estab lishm ent o f co lla te ra l arrange­
m ents w ith  counterparties (C re d it R isk 
M anagem ent)
d. M anagem ent assessment o f the  ade­
quacy and techn ica l expertise o f person­
nel associated w ith  deriva tive  transac­
tions and systems to im p lem en t and 
contro l investm en t practices invo lv in g  
deriva tives (Professional Competence)
e. Systems or processes fo r reg u la r re ­
ports to  m anagem ent, segregation o f 
duties, and in te rn a l rev iew  procedures 
(R eporting)
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f. Procedures fo r conducting in it ia l and 
ongo ing  le g a l rev iew s o f d e riv a tiv e  
transactions in c lu d in g  assessments o f 
contract en fo rceab ility  (Legal Reviews)
F in d in g s
N o
E x c e p tio n  E x c e p tio n  N /A
N ontransaction -S pecific  P rocedures
2. Read the m inutes o f m eetings o f the  board 
o f d irectors and found an ind ica tio n  th a t 
the board o f d irectors o f the  insurance com­
pany approved the D U P  and any am end­
m ents thereto.
3. In qu ire d  o f m anagem ent as to  w he ther the 
D U P and any am endm ents thereto  were 
approved by the New Y o rk  State In s u r­
ance D epartm en t and was advised th a t the 
D U P and any am endm ents thereto  were 
approved.
4. Read the m inutes o f m eetings o f the board 
o f d irectors and found an ind ica tio n  th a t 
the board o f d irectors o f the insurance com­
pany approved the  com m itm ent o f fin a n ­
c ia l resources determ ined by m anagem ent 
to  be su ffic ien t to  accom plish the objectives 
o f the insurance company’s DUP.
T his procedure does not p rov ide  an assessment 
o f o r assurance about the adequacy o f the re­
sources determ ined by management to be s u ffi­
cient to accom plish the objectives o f the DUP.
In  pe rfo rm ing  the fo llo w in g  procedures, the 
p ra c titio n e r should  be aware th a t management 
frequently  w i l l  have designated and w il l  have 
in  place lim its , controls, o r procedures th a t are 
more restric tive  than  those approved fo r  use in  
the DUP.
5. F or the  year ended December 31, 20XX, 
in q u ire d  o f m anagem ent and was advised 
th a t—
a. There  was m o n ito r in g  o f d e riva tive  
transactions by a contro l s ta ff, such as 
in te rn a l a u d it or o the r in te rn a l review  
group, th a t is independent o f de riva ­
tives tra d in g  activ itie s .
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b. There were procedures in  place fo r de­
riva tive  personnel to obtain, p rio r to ex­
ceeding lim its  prescribed by manage­
ment, a t least oral approval from  members 
o f senior m anagem ent who are inde­
pendent o f derivatives trad ing  activities.
c. There  were procedures in  place fo r 
sen ior m anagem ent to address excesses 
re la te d  to  m anag em en t-es tab lish ed  
lim its  and divergences from  manage­
ment-approved derivative strategies, and 
th a t such m anagem ent has a u th o rity  to 
g ra n t exceptions to deriva tives lim its .
d. There were procedures in  place requ iring  
th a t management be inform ed when lim ­
its  prescribed in  the DUP were exceeded 
and fo r management to  approve correc­
tive  action(s) in  such circumstances.
e. There were procedures in  place fo r the 
accurate tra n s m itta l o f d eriva tives po­
s itions to the r is k  m easurem ent sys­
tem s w hen m anagem ent had im p le ­
m ented r is k  m anagem ent systems.
f. There were procedures in  place fo r the 
perform ance o f appropria te  reconc ili­
a tions to  ensure data in te g rity  across 
the fu ll range o f deriva tives, inc lu d ing  
any new or e x is ting  deriva tives th a t 
m ay be m on itored  a pa rt from  the  m a in  
processing netw orks.
g. There were procedures in  place fo r r is k  
m anagers and senior m anagem ent to 
define constra in ts on deriva tive  a c tiv i­
ties to  ensure compliance w ith  the  D U P 
and to  ju s t ify  excesses w ith  respect to 
specified m anagem ent lim its .
h. There were procedures in  place fo r senior 
management, an independent group, or 
an ind iv id ua l th a t management desig­
nated to perform  a t least an annual as­
sessment o f the identified  controls and 
financ ia l results o f the derivative activ i­
ties to determ ine th a t controls were effec­
tive ly  im plem ented and th a t the insu r­
ance company’s business objectives and 
strategies were achieved.
E x c e p tio n  E x c e p tio n  N /A
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______________F in d in g s _____________
N o
P ro c e d u re s  E x c e p tio n  E x c e p tio n  N /A
i. There were procedures in  place fo r a re­
view  o f lim its  in  the context o f changes in  
strategy, r is k  tolerance o f the insurance
company, and m arket conditions. _________ __________  _____
R e p o r t in g  to  th e  B o a rd  o f  D ire c to rs  o r  
C o m m itte e  T h e re o f
The Law  conta ins provisions regard ing  m an­
agement oversigh t o f d e riva tive  and rep lica ­
tio n  transactions.
6. Read the m inutes o f the board o f d irectors 
m eetings o r com m ittees th e reo f and found 
an ind ica tio n  th a t the board o f d irectors or 
com m ittee th e reo f received, a t least qua r­
te rly , a re p o rt regard ing  deriva tive  and
rep lica tion  transactions. _________ __________  _____
7. Read one q u a rte rly  re p o rt re fe rred  to  in  
procedure 6 and found th a t the re p o rt con­
ta ined—
a. A  lis t, or appropria te  sum m aries, o f the 
fo llow ing :
(1) D e riva tive  transactions d u rin g  the
period _________ __________  _____
(2) D e riva tive  transactions ou ts tand ­
ing  a t the end o f the  period _________ __________  _____
(3) U nrea lized  gains or losses on open
deriva tive  positions _________ __________  _____
(4) D eriva tive  transactions closed d u r­
in g  the  period _________ __________  _____
b. A  sum m ary o f the  perform ance o f the 
deriva tives in  com parison to the  objec­
tive  o f the  deriva tive  transactions _________ __________  _____
c. A n  eva lua tion  o f the  risks  and benefits
o f the  de riva tive  transactions _________ __________  _____
d. A  sum m ary o f the  am ount, type, and
perform ance o f rep lica tion  transactions _________ __________  _____
8. I f  the report referred to in  the preceding 
procedure was received, reviewed, and ap­
proved by a committee o f the board o f direc­
tors, read the m inutes o f the board o f direc­
tors m eeting and found an ind ication  th a t a 
report o f such committee was reviewed a t
the  next board o f d irectors m eeting. _________ __________  ____
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9. Read the board o f d irectors m inutes and 
found an ind ica tio n  th a t the board o f d irec­
to rs received a rep o rt d u rin g  the year de­
scrib ing  the leve l o f know ledge and expe­
rience o f in d iv id u a ls  conducting, m on i­
to rin g , con tro lling , and a u d itin g  deriva tive
and rep lica tion  transactions. _________ ___________
D e riva tive  and R e p lica tio n  L im ita tio n s
The Law  conta ins lim its  on hedging and re p li­
ca tion  transactions. A n  insurance company 
m ay ente r in to  hedging o r rep lica tion  transac­
tions if, as a re su lt o f and a fte r g iv in g  effect to 
the transaction , the deriva tive  investm ents 
and rep lica tion  investm ents do no t exceed cer­
ta in  specified percentages o f adm itted  assets.
The fo llo w in g  procedures were perform ed us­
ing  one analysis per q u a rte r prepared by the 
insu rance  com pany to  m o n ito r com pliance 
w ith  the  lim ita tio n s .
10. O b ta ined  and read the  insurance  com­
pany’s ana lysis used to  tes t lim ita tio n s  on 
investm ents in  d eriva tives and rep lica tion  
transactions and found th a t the am ounts 
shown in  the  analysis ind ica ted  th a t—
a. The aggregate sta tem ent va lue o f op­
tions, swaptions, caps, floors, and w a r­
ran ts  purchased was not in  excess o f 
seven and o ne-ha lf percent o f the  in s u r­
ance company’s adm itted  assets, per
the la s t annua l s ta tem ent. _________ ___________
b. The aggregate sta tem ent va lue o f op­
tions, swaptions, caps, and floors w r it ­
ten  was not in  excess o f th ree  percent o f
a dm itted  assets. _________ ___________
c. The aggregate p o te n tia l exposure o f col­
la rs , swaps, fo rw ards, and fu tu re s  en­
tered in to  and options, sw aptions, caps, 
and floors w ritte n  was not in  excess o f 
s ix and one-ha lf percent o f adm itted
assets. _________ ___________
d. The aggregate s ta tem ent va lue o f a ll 
assets being rep lica ted  d id  no t exceed 
ten  percent o f the insurance company’s
adm itted  assets. _________ ___________
N /A
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______________F in d in g s _____________
N o
P ro c e d u re s  E x c e p tio n  E x c e p tio n  N /A
e. The exten t o f de riva tive  transactions 
d id  n o t exceed the  insurance company’s 
in te rn a l lim ita tio n s  o r th a t any excess 
had been sp e c ifica lly  a u th o rized  by
m anagem ent. _________ __________  _____
11. In qu ire d  o f the  p repa re r o f the analysis 
read in  procedure 10 and was advised th a t 
the analysis excluded transactions entered 
in to  to  hedge the  currency r is k  o f in ve s t­
m ents denom inated in  a currency o ther
th an  U n ite d  States dollars. _________ __________  _____
12. O bta ined  and read the  insurance com­
pany’s ana lysis used to  tes t lim ita tio n s  on 
coun te rpa rty  exposure, as defined in  sec­
tio n  178.3(e) o f the  R egula tion, and found 
th a t the  re p o rt ind ica ted  th a t—
a. The coun te rparty  exposure under one 
o r more de riva tive  transactions fo r any 
s in g le  c o u n te rp a r ty , o th e r th a n  a 
“q ua lifie d  coun te rparty ,”  was no t in  ex­
cess o f one percent o f the insurance
company’s adm itted  assets. _________ __________  _____
b. The coun te rparty  exposure under one 
or m ore d e riva tive  transactions fo r a ll 
co un te rp a rties , o the r th a n  q u a lifie d  
coun te rparties , was n o t in  excess o f 
th ree  percen t o f the  insurance com­
pany’s a dm itted  assets. _________ __________  _____
13. I f  the  insurance company requ ired  co lla t­
e ra l arrangem ents w ith  the  coun terpar­
ties, obta ined and read the insurance com­
pany’s ana lysis used to m on ito r the  ade­
quacy o f the  co lla te ra l he ld  in  accordance 
w ith  the te rm s o f the  a rrangem ent and 
found th a t the  am ount o f the co lla te ra l 
he ld  as shown on the analysis was equal to
or in  excess o f the  am ount to  be held. _________ __________  _____
D e scrip tio n  o f E xceptions i f  A ny
Procedure N um ber D escrip tion  o f Exception
AAG-PLI APP V
Statement o f Position  01-3 435
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____________ F in d in g s ____________
N o
P ro c e d u re s  E x c e p tio n  E x c e p tio n  N /A
P erform ed the  fo llo w in g  procedures on se­
lected cap contracts to  tes t in te rn a l contro l 
over cap transactions. Selected five  percent o f 
each type o f cap transaction  (th a t is, purchases 
[p rem ium  disbursem ents], sales [p rem ium  re­
ceipts], and closeouts [closings and se ttlings o f 
the position ]), w ith  the  selections d is tribu te d  
th roughou t the year. I f  five  percent o f a given 
type o f transaction  exceeded 40, the num ber o f 
item s selected fo r th a t type o f transaction  was 
lim ite d  to 40. I f  five  percent o f a type o f tra n s ­
action resu lted  in  less th a n  fo u r item s, selected 
fo u r or few er item s th a t represented a ll the 
transactions o f th a t type.
R eporting
1. Read the  insurance company’s deriva tive  
use p la n  (D U P ) and any am endm ents 
there to  and found th a t the D U P  perm its  
the  insurance company to  en te r in to  cap 
contracts.
2. F or each cap selected fo r tes ting , read 
m anagem ent’s docum entation describ ing 
the in tended  use o f the cap and perform ed 
the fo llo w in g  procedures, as applicable.
F or caps used as a hedge—
3. D eterm ined th a t the docum entation de­
scribed the  fo llow ing :
a. The r is k  hedged
b. H ow  the  hedge was consistent w ith  the 
overa ll r is k  m anagem ent stra tegy
c. H ow  the cap was expected to be effec­
tive  in  o ffse tting  the  exposure
d. The approach in  assessing the  e ffective­
ness o f the  hedge
4. D eterm ined th a t the  fo llow ing  item s were 
documented:
a. The purpose(s) o f the  cap as a hedge
AAG-PLI APP V
4 3 6 Property and L ia b ility  Insurance Companies
F in d in g s
P ro c e d u re s  E x c e p tio n  E x c e p tio n  N /A
b. The te rm s o f the  cap, the  name o f the 
coun terparty , and the coun te rparty  ex­
posure am ount _________ __________  _____
c. The assets o r l ia b ilit ie s  (o r p o rtio n
thereof) th a t the  cap hedged _________ __________  _____
d. Evidence th a t the  cap continued to  be
an effective hedge _________ __________  _____
e. Evidence th a t the  cap was consistent 
w ith  the  insurance company’s param e­
ters, as specified in  the D U P or app lica­
ble company policies and procedures, 
fo r en te ring  in to  hedge transactions; fo r 
exam ple, the  no tiona l am ount o r under­
ly in g  _________ __________  _____
I f  the  cap was an exact offset to  an ou ts tand ing
cap—
5. Read docum entation in d ica tin g  th a t the 
cap offset an ou ts tand ing  cap previously 
purchased o r sold by the  insurance com­
pany and th a t the  cap was an exact offset
o f the m a rke t r is k  o f the cap being offset. _________ __________  _____
F or caps used in  a rep lica tion  transaction—
6. D eterm ined th a t the  docum entation de­
scribed the fo llow ing :
a. T he  in v e s tm e n t ty p e  and  ch a ra c ­
te ris tics  rep lica ted  _________ __________  _____
b. H ow  th e  re p lic a tio n  was cons is ten t 
w ith  the overa ll m anagem ent inves t­
m en t s tra tegy _________ __________  _____
c. H ow  the cap was expected to  be effec­
tive  in  re p lica tin g  the  investm en t char­
acteristics o f the  rep lica ted  investm en t _________ __________  _____
d. The approach fo r assessing the  effec­
tiveness o f the rep lica tion  transaction  _________ __________  _____
7. D eterm ined th a t the  fo llo w in g  item s were 
documented:
a. The ins tru m e n ts  used in  the  rep lica tion  
and the  investm en t type and charac­
te ris tics  rep lica ted  _________ __________  _____
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b. The te rm s o f the cap, the name o f the 
coun terparty , and the  coun te rparty  ex­
posure am ount
F or a ll selected caps in c lu d in g  those th a t are a 
p a rt o f a rep lica tion  transaction—
8. O bta ined a l is t  o f ind iv id ua ls , approved by 
th e  board  o f d irec to rs  o r a com m ittee  
thereof, who had the  a u th o rity  to  a u tho r­
ize cap transactions. Compared the name 
o f the  in d iv id u a l who authorized the  cap 
transaction  w ith  the  names on the  lis t  and 
found the  name o f the  in d iv id u a l on the 
lis t.
No
Exception Exception N/A
9. Based on the de ta ils  o f the  transaction  
id e n tifie d  in  procedure 2 and company po l­
icy, compared the  te rm s o f the  transaction  
w ith  the  insurance company’s po licy re ­
gard ing  the requ irem en t fo r the board o f 
d irectors o r a com m ittee th e reo f to  a u tho r­
ize the specific transaction  tested; fo r ex­
am ple, a transaction  in  w h ich  the  n o tiona l 
am ount or s tr ike  price exceeded a l im it  
re q u irin g  a dd itio na l approval. I f  the  board 
o f d irectors or a com m ittee th e reo f was 
requ ired  to  approve the transaction , read 
m inutes o f the  board o f d irectors o r a com­
m ittee  th e reo f or o ther appropria te  sup­
p o rt and found evidence o f approva l o f the 
transaction  tested.
10. O bta ined a lis t  o f q ua lifie d  and n on qu a li­
fie d  counterparties, approved by the  board 
o f d irectors or a com m ittee thereof. Com­
pared the  name o f the  coun te rparty  in ­
volved in  the cap transaction  w ith  names 
on the  l is t  and found the name o f the coun­
te rp a rty  on the  respective qua lifie d  o r non­
qua lifie d  lis t.
11. D e te rm ined  th a t the  co un te rp a rty  was 
lis te d  as qua lifie d  o r nonqua lified  in  the  
analysis used fo r m on ito ring  the  insurance 
company’s lim ita tio n s  on coun te rparty  ex­
posure consistent w ith  the  c lass ifica tion  in  
the  lis tin g  obta ined in  procedure 10.
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___________F in d in g s __________
N o
P rocedures E xce p tio n  E xce p tio n  N /A
12. O bta ined a lis t  o f in d iv id u a ls  authorized 
by the  board o f d irectors o r a com m ittee 
th e reo f to  trade  cap contracts. Compared 
the  name o f the  in d iv id u a l who executed 
the  purchase, sale, o r closeout o f the  cap 
w ith  the  names on the  lis t  and found the
name o f the  in d iv id u a l on the lis t. _________ __________  _____
13. O btained a lis t  o f in d iv id u a ls  authorized  to 
approve paym ents re la tin g  to caps. Com­
pared the  name o f the  in d iv id u a l who ap­
proved any paym ent re la tin g  to  the  cap 
w ith  the  names on the  lis t  and found the
name o f the  in d iv id u a l on the  lis t. _________ __________  _____
14. Compared the  name o f the  in d iv id u a l who 
approved any paym ent re la tin g  to  the  cap 
w ith  the name o f the in d iv id u a l who ap­
proved e n te rin g  in to  the  co n trac t and
found th a t the  names were d iffe ren t. _________ __________  _____
15. Compared the  name o f the  in d iv id u a l who 
received cash o r o the r consideration  in  
connection w ith  the cap w ith  the name o f 
the  in d iv id u a l who entered in to  the  con­
tra c t and found th a t the  names o f the  in d i­
v idua ls  were d iffe ren t. _________ __________  _____
16. O bta ined the  deal tic k e t and con firm a tion  
fo r the  purchase, sale, o r closeout o f the  cap 
and found  th a t th e  purchase, sale, or 
closeout was confirm ed by the  counter­
party . -------------  ---------------  -------
17. Compared the  name o f the  in d iv id u a l who 
received the  deal tic k e t and con firm a tion  
w ith  the  names on a l is t  o f ind iv id ua ls  
authorized to  trade caps and found th a t
the name was not on the  lis t. _________ __________  _____
18. Compared the  te rm s o f the cap contract, as 
stated on the  deal tic k e t and confirm ation , 
w ith  the  te rm s o f the  cap contract recorded 
in  the  insurance company’s accounting re ­
cords and found them  to  be in  agreement. _________ __________  _____
AAG-PLI APP V
Statement o f P osition  01-3 439
P rocedures E xce p tio n  E xce p tio n  N /A
19. O bta ined docum entation fo r one rep o rting  
period (fo r exam ple, m on th ly  o r q ua rte rly ), 
in d ica tin g  th a t the insurance company de­
te rm ined  th a t its  accounting records fo r 
caps tested in  procedure 18, agreed w ith  or 
reconciled to the re la ted  contro l account; 
fo r exam ple, the subs id ia ry  ledger to  the
general ledger. _____________________________
20. O bta ined the  accounting record docum ent­
ing  m od ifica tions, i f  any, to  the  cap agree­
m ent. Compared the  name o f the in d iv id ­
u a l who approved the  m od ifica tion  w ith  a 
lis t  o f in d iv id u a ls  authorized to approve 
m od ifica tions and found the name o f the  
in d iv id u a l who approved the  m od ifica tion
on the lis t. _____________________________
_____________F in d in g s ____________
N o
21. Compared the term s o f the cap agreem ent 
recorded in  the insurance company’s ac­
counting  records w ith  the  te rm s shown in  
the  executed copy o f the cap agreem ent 
and found them  to be in  agreement.
22. O bta ined docum entation fo r one rep o rting  
period (fo r exam ple, m on th ly  or qua rte rly ), 
in d ic a tin g  th a t the  insurance company 
p h y s ic a lly  in v e n to r ie d  th e  cap agree­
m ents.
23. U s ing  the lis t  o f authorized  traders  ob­
ta in e d  in  p rocedure  12, com pared the  
name o f the  in d iv id u a l who had custody or 
access to  th e  cap agreem ent w ith  the  
names o f in d iv id u a ls  authorized to  execute 
purchases, sales, or closeouts o f cap con­
trac ts  and found th a t the  name o f the  in d i­
v id u a l was no t on the  lis t.
24. Compared in fo rm a tion  regard ing  the cap, 
such  as ty p e  o f d e r iv a t iv e , n o tio n a l 
am ount, and fa ir  va lue, w ith  the  com para­
ble in fo rm a tio n  included in  the  re p o rt to  
the  board o f d irectors o r appropria te  com­
m ittee  th e reo f and found them  to be in  
agreement.
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___________F in d in g s __________
N o
P rocedures E xce p tio n  E xce p tio n  N /A
25. I f  the  cap should have been included in  the 
m on ito ring  analysis separate ly tested in  
procedure 10 w ith in  section 1, “A ll D e riva ­
tive  Types,”  compared in fo rm a tio n  regard­
ing  the cap, such as type o f deriva tive , 
no tiona l am ount, and fa ir  va lue, w ith  the 
comparable in fo rm a tio n  in  the m on ito ring  
analysis and found them  to be in  agree­
m ent. _________ __________  _____
26. Read accounting docum entation in d ica t­
in g  th a t the  insurance company m on itored  
period ic cash settlem ents re la ted  to  the 
cap tested, m eaning, the  insurance com­
pany had contro ls in  place to  determ ine 
th a t period ic cash settlem ents, i f  any, were
received. _________ __________  _____
Effectiveness o f Caps Used A s  Hedges 
and in  R e p lica tio n  T ransactions
27. Read the insurance company’s docum enta­
tio n  o f effectiveness and found th a t the 
insurance company evaluated the  effec­
tiveness o f the cap as a hedge or rep lica tion  
in  accordance w ith  the  policies regard ing  
effectiveness.
28. I f  the  cap was no longer effective as a hedge 
or rep lica tion , compared the  action taken  
by the  insurance company w ith  the action 
requ ired  by the accounting policies and 
p rocedures and found  th a t th e  ac tion  
taken  was consistent w ith  the  accounting 
policy.
Legal R eview
29. Read docum entation in d ica tin g  th a t the 
lega l departm ent reviewed the  cap agree­
m ent to  assess contract compliance w ith  
the  D U P and enforceability .
30. Read docum entation in d ica tin g  th a t the 
lega l departm ent updated its  assessment 
o f agreem ent en fo rceab ility  a t least annu­
a lly .
AAG-PLI APP V
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V a lu a tio n
31. O bta ined the insurance company’s policies 
and procedures fo r va lu in g  caps and found 
th a t the  insurance company determ ined 
the  fa ir  va lue o f the cap in  accordance w ith  
the  po licy described in  the  insurance com­
pany ’s procedures fo r the  v a lu a tio n  o f
caps. _________ ___________
32. Read docum entation supporting  the fa ir  
va lue o f the cap and found th a t the  fa ir  
va lue was e ithe r (a) obta ined from  an in ­
dependent source, (b ) checked aga inst an 
independent source, or (c) ca lcu lated in te r ­
n a lly  by an authorized person. _________ ___________
Statem ent o f P osition  01-3
____________ F in d in g s
N o
441
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Section 3— Collar Contracts
___________F in d in g s
P rocedures E xce p tio n  E xce p tio n  N /A
P erform ed th e  fo llo w in g  procedures on se­
lected co lla r contracts to  te s t in te rn a l contro l 
over co lla r transactions. Selected five  percent 
o f each type o f co lla r transaction  (th a t is, exe­
cutions [e n te rin g  in to  a co lla r transaction  in  
w h ich  the  ne t position  a t inception  m ay re su lt 
in  e ith e r no cash outlay, cash received, or cash 
d isbursed] and closeouts [closings and set­
tlin g s  o f the  position ]), w ith  the  selections d is­
tr ib u te d  th ro ug h ou t the  year. I f  five  percent o f 
a g iven type o f transac tion  exceeded 40, the 
num ber o f item s selected fo r th a t type o f tra n s ­
action was lim ite d  to  40. I f  five  percent o f a 
type o f transaction  resu lted  in  less th a n  fo u r 
item s, selected fo u r or few er item s th a t repre­
sented a ll the  transactions o f th a t type.
R epo rting
1. Read the  insurance company’s d e riva tive  
use p la n  (D U P ) and any am endm ents 
there to  and found th a t the  D U P pe rm its  
the  insurance company to  en te r in to  co lla r
contracts. _________ __________  _____
2. F o r each co lla r selected fo r tes ting , read 
m anagem ent’s docum entation describ ing 
the in tended  use o f the co lla r and per­
form ed the  fo llo w in g  procedures, as a p p li­
cable. _________ __________  _____
For co llars used as a hedge—
3. D eterm ined  th a t the  docum entation de­
scribed the  fo llow ing :
a. The r is k  hedged _________ __________  _____
b. H ow  the  hedge was consistent w ith  the
overa ll r is k  m anagem ent stra tegy _________ __________  _____
c. H ow  the  co lla r was expected to  be effec­
tive  in  o ffse tting  the  exposure _________ __________  _____
d. The approach in  assessing the  e ffective­
ness o f the hedge _________ __________  _____
AAG-PLI APP V
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P rocedures E xce p tio n  E xce p tio n  N /A
4. D eterm ined th a t the  fo llow ing  item s were 
documented:
a. The purpose(s) o f the co lla r as a hedge _____________________________
b. The te rm s o f the  co lla r, the  name o f the 
coun terparty , and the  coun te rparty  ex­
posure am ount _____________________________
c. The assets o r lia b ilit ie s  (o r p o rtio n
thereof) th a t the co lla r hedged _____________________________
d. Evidence th a t the  co lla r continued to  be
an effective hedge _____________________________
e. Evidence th a t the contract was consis­
te n t w ith  the insurance company’s pa­
ram eters, as specified in  the  D U P  or 
applicable company policies and proce­
dures, fo r en te ring  in to  hedge transac­
tions; fo r exam ple, the no tiona l am ount
o r u nd e rly in g  _____________________________
I f  the co lla r was an exact o ffset o f an ou ts tand ­
in g  co lla r—
5. Read docum entation in d ica tin g  th a t the 
co lla r o ffse t an ou ts tand ing  co lla r p re ­
v ious ly  purchased or sold by the  insurance 
company and th a t the  co lla r was an exact 
offset o f the  m arke t r is k  o f the co lla r being
offset. _____________________________
____________ F in d in g s ____________
N o
F or collars used in  a rep lica tion  transaction—
6. D eterm ined th a t the  docum entation de­
scribed the  fo llow ing :
a. T he  in v e s tm e n t ty p e  a nd  c h a ra c ­
te ris tics  rep lica ted
b. H ow  th e  re p lic a tio n  was cons is ten t 
w ith  the  overa ll m anagem ent inves t­
m ent stra tegy
c. H ow  the co lla r was expected to  be effec­
tive  in  re p lica tin g  the  investm en t char­
acteristics o f the  rep lica ted  investm ent
d. The approach in  assessing the  e ffective­
ness o f the rep lica tion  transaction
AAG-PLI APP V
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P rocedures
F in d in g s
N o
E xce p tio n  E xce p tio n  N /A
7. D eterm ined th a t the  fo llow ing  item s were 
documented:
a. The ins tru m e n ts  used in  the rep lica tion  
and the  investm en t type and charac­
te ris tics  rep lica ted
b. The te rm s o f the  co lla r, the  name o f the 
coun terparty , and the  coun te rparty  ex­
posure am ount
F or a ll selected collars in c lu d in g  those th a t are 
a p a rt o f a rep lica tion  transaction—
8. O bta ined a l is t  o f in d iv id u a ls , approved by 
th e  board  o f d irec to rs  o r a com m ittee  
thereof, who had the  a u th o rity  to  au th o r­
ize c o lla r tra n sa c tio n s . C om pared th e  
name o f the in d iv id u a l who authorized  the 
co lla r transaction  w ith  the  names on the 
lis t  and found the name o f the in d iv id u a l 
on the  lis t.
9. Based on the  de ta ils  o f the transaction  
id e n tifie d  in  procedure 2 and company po l­
icy, compared the  te rm s o f the transaction  
w ith  the  insurance company’s po licy re ­
gard ing  the  requ irem en t fo r the  board o f 
d irectors o r a com m ittee th e reo f to  a u th o r­
ize the specific transaction  tested; fo r ex­
ample, a transaction  in  w h ich  the  no tiona l 
am ount o r s tr ike  price exceeded a l im it  
re q u irin g  a dd itio na l approval. I f  the  board 
o f d irectors o r a com m ittee th e reo f was 
requ ired  to  approve the  transaction , read 
m inutes o f the  board o f d irectors or a com­
m ittee  th e reo f o r o ther appropria te  sup­
po rt and found evidence o f approval o f the 
transaction  tested.
10. O bta ined a lis t  o f q u a lifie d  and n on qu a li­
fie d  coun terparties approved by the board 
o f d irectors o r a com m ittee thereof. Com­
pared the  name o f the  coun te rparty  in ­
vo lve d  in  th e  c o lla r  tra n s a c tio n  w ith  
names on the  lis t  and found the  name o f 
the coun te rparty  on the  respective q u a li­
fied  o r nonqua lified  lis t.
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P rocedures E xce p tio n  E xce p tio n  N /A
11. D e te rm ined  th a t th e  co u n te rp a rty  was 
lis te d  as qua lifie d  or nonqua lified  in  the 
analysis used fo r m on ito ring  the  insurance 
company’s lim ita tio n s  on coun te rparty  ex­
posure consistent w ith  the  class ifica tion  in
the lis tin g  obta ined in  procedure 10. _____________________________
12. O bta ined a lis t  o f in d iv id u a ls  authorized 
by the  board o f d irectors or a com m ittee 
th e re o f to  trade  co lla r contracts. Com­
pared the  name o f the in d iv id u a l who exe­
cuted the  execution o r closeout o f the  co lla r 
contract w ith  the names on the  lis t  and 
found the  name o f the in d iv id u a l on the
lis t. _____________________________
_____________F in d in g s ____________
N o
13. O bta ined a lis t  o f in d iv id u a ls  authorized to 
approve  paym en ts  re la t in g  to  co lla rs . 
Compared the name o f the  in d iv id u a l who 
approved any paym ent re la tin g  to  the col­
la r  w ith  the names on the lis t  and found 
the  name o f the in d iv id u a l on the  lis t.
14. Compared the  name o f the in d iv id u a l who 
approved any paym ent re la tin g  to  the col­
la r  w ith  the name o f the  in d iv id u a l who 
approved en te ring  in to  the  contract and 
found th a t the  names were d iffe ren t.
15. Com pared the  name o f the  in d iv id u a l who 
received cash or o ther consideration  in  
connection w ith  the  co lla r w ith  the name 
o f the  in d iv id u a l who entered in to  the  con­
tra c t and found th a t the  names o f the  in d i­
v idu a ls  were d iffe ren t.
16. O btained the deal tic k e t and con firm a tion  
fo r the  execution or closeout o f the co lla r 
and found th a t the  execution or closeout 
was confirm ed by the  counterparty .
17. Compared the  nam e o f the  in d iv id u a l who 
received the  deal tic k e t and con firm a tion  
w ith  the  names on a lis t  o f ind iv id ua ls  
authorized to  trade  co llars and found th a t 
the  name was no t on the  lis t.
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___________F in d in g s __________
N o
P rocedures E xce p tio n  E xce p tio n  N /A
18. Compared the  te rm s o f the  co lla r contract, 
as stated on the  deal tic k e t and confirm a­
tio n , w ith  the  te rm s o f the co lla r contract 
recorded in  the  insurance company’s ac­
coun ting  records and found them  to  be in
agreem ent. _________ __________  _____
19. O btained docum entation fo r one rep o rting  
period (fo r exam ple, m on th ly  or q u a rte rly ) 
in d ica tin g  th a t the insurance company de­
te rm ined  th a t its  accounting records fo r 
co llars, tested in  procedure 18, agreed w ith  
or reconciled to  the  re la ted  contro l account; 
fo r example, the  subsid ia ry ledger to  the
general ledger. _________  __________  _____
20. O bta ined the  accounting record docum ent­
in g  m od ifica tio ns , i f  any, to  the  co lla r 
agreement. Compared the name o f the  in ­
d iv id u a l who approved the  m od ifica tion  
w ith  a lis t  o f in d iv id u a ls  authorized to 
approve m od ifica tions and found the name 
o f the  in d iv id u a l who approved the  m o d ifi­
cation on the  lis t. _________ __________  _____
21. Compared the te rm s o f the co lla r agree­
m ent recorded in  the insurance company’s 
accounting records w ith  the  te rm s shown 
in  the  executed copy o f the co lla r agree­
m en t and found them  to  be in  agreement.
22. O bta ined docum entation fo r one rep o rting  
period (fo r exam ple, m on th ly  or qua rte rly ), 
in d ic a tin g  th a t th e  insurance  company 
p hys ica lly  in ve n to ried  the  co lla r agree­
m ent.
23. U s ing  the  lis t  o f authorized traders  ob­
ta in e d  in  p rocedure  12, com pared the  
name o f the  in d iv id u a l who had custody or 
access to  the  c o lla r contracts w ith  the  
names o f in d iv id u a ls  au thorized  to  enter 
in to  trades, executions, o r closeouts o f col­
la r  contracts and found th a t the  name o f 
the  in d iv id u a l was no t on the  lis t.
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P rocedures E xce p tio n  E xce p tio n  N /A
24. Compared in fo rm a tio n  regard ing  the  col­
la r, such as type o f deriva tive , no tiona l 
am ount, and fa ir  va lue, w ith  the com para­
ble in fo rm a tio n  inc luded  in  the  rep o rt to 
the  board o f d irectors or appropria te  com­
m ittee  th e reo f and found them  to be in
agreement. _____________________________
25. I f  the co lla r should have been included in  
the  m on ito ring  analysis separate ly tested 
in  procedure 10 w ith in  section 1, “A ll De­
r iv a tiv e  Types,” compared in fo rm a tio n  re ­
gard ing  the  co lla r, such as type o f d e riva ­
tive , no tiona l am ount, and fa ir  va lue, w ith  
the  com parable in fo rm a tion  in  the  m on i­
to rin g  analysis and found them  to  be in
agreement. _____________________________
26. Read accounting docum entation in d ica t­
in g  th a t the  insurance company m on itored  
period ic cash se ttlem ents re la ted  to  the 
co lla r tested, m eaning, the  insurance com­
pany had controls in  place to  determ ine 
th a t period ic cash settlem ents, i f  any, were
received. _____________________________
_____________F in d in g s ____________
N o
Effectiveness o f C o lla rs Used As Hedges 
and in  R e p lica tio n  T ransactions
27. Read the insurance company’s docum enta­
tio n  o f effectiveness and found th a t the 
insurance company evaluated the effec­
tiveness o f the co lla r as a hedge o r rep lica ­
tio n  in  accordance w ith  the policies regard­
ing  effectiveness.
28. I f  the co lla r was no longer effective as a 
hedge o r rep lica tion , compared the action 
taken  by the insurance company w ith  the 
action requ ired  by the accounting policies 
and procedures and found th a t the action 
taken  was consistent w ith  the  accounting 
policy.
AAG-PLI APP V
_____________F in d in g s ____________
N o
P rocedures E xce p tio n  E xce p tio n  N /A
Legal R eview
29. Read docum entation in d ica tin g  th a t the 
le g a l d e p a rtm e n t re v ie w e d  th e  c o lla r 
agreem ent to  assess contract compliance
w ith  the  D U P and en fo rceab ility . _________ __________  _____
30. Read docum entation in d ica tin g  th a t the 
legal departm ent updated its  assessment 
o f agreem ent en fo rceab ility  a t least annu­
a lly . _________ __________  _____
V a lu a tio n
31. O btained the insurance company’s policies 
and procedures fo r va lu in g  co lla rs and 
found th a t the  insurance company deter­
m ined the fa ir  va lue o f the co lla r in  accord­
ance w ith  the policy described in  the  in s u r­
ance company’s procedures fo r the  va lu ­
a tion  o f co llars. _________ __________  _____
32. Read docum entation supporting  the  fa ir  
va lue o f the co lla r and found th a t the  fa ir  
va lue was e ith e r (a) obta ined from  an in ­
dependent source, (6) checked aga inst an 
independent source, o r (c) ca lcu lated in te r ­
n a lly  by an au thorized  in d iv id u a l. _________ __________  _____
D e scrip tio n  o f E xceptions i f  A ny
Procedure N um ber D escrip tion  o f Exception
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____________ F in d in g s ____________
N o
E xce p tio n  E xce p tio n  N /A
P erform ed the  fo llo w in g  procedures on se­
lected floo r contracts to  tes t in te rn a l contro l 
over floo r transactions. Selected five  percent o f 
each type o f floo r transaction  ( th a t is, p u r­
chases [p rem ium  d isbursem ents], sales [p re­
m iu m  rece ip ts], and closeouts [closings and 
se ttlings o f the position ]), w ith  the  selections 
d is trib u te d  th roughou t the  year. I f  five  percent 
o f a g iven type o f transaction  exceeded 40, the 
num ber o f item s selected fo r th a t type o f tra n s ­
action was lim ite d  to  40. I f  five  percent o f a 
type o f transaction  resu lted  in  less th an  fo u r 
item s, selected fo u r or few er item s th a t rep re ­
sented a ll the  transactions o f th a t type.
R epo rting
1. Read the insurance company’s deriva tive  
use p la n  (D U P ) and any am endm ents 
there to  and found th a t the  D U P  perm its  
the  insurance company to  en te r in to  floo r 
contracts.
2. F or each floo r selected fo r testing , read 
m anagem ent’s docum entation describ ing 
the  in tended use o f the  floo r and perform ed 
the fo llo w in g  procedures, as applicable.
F or floors used as a hedge—
3. D eterm ined th a t the  docum entation de­
scribed the fo llow ing :
а. The r is k  hedged
b. How the hedge was consistent w ith  the 
overa ll r is k  m anagem ent stra tegy
c. H ow  the floo r was expected to  be effec­
tive  in  o ffse tting  the  exposure
d. The approach in  assessing the  e ffective­
ness o f the  hedge
Section 4— Floor Contracts
P rocedures
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___________F in d in g s __________
N o
P rocedures E xce p tio n  E xce p tio n  N /A
4. D eterm ined th a t the  fo llo w in g  item s were 
documented:
a. The purpose(s) o f the  floo r as a hedge _________ __________  _____
b. The te rm s o f the  floor, the  name o f the  
coun terparty , and the coun te rparty  ex­
posure am ount _________ __________  _____
c. The assets o r lia b il it ie s  (or p o rtio n
thero f) th a t the flo o r hedged _________ __________  _____
d. Evidence th a t the  floo r continued to  be
an effective hedge _________ __________  _____
e. Evidence th a t the flo o r was consistent 
w ith  the  insurance company’s param e­
ters, as specified in  the D U P  or app lica­
ble company policies and procedures fo r 
en te ring  in to  hedge transactions; fo r ex­
am ple, the  n o tiona l am ount or u nd e rly ­
ing  _________ __________  _____
I f  the  floo r was an exact offset o f an ou tstand­
in g  floo r—
5. Read docum entation in d ica tin g  th a t the 
floo r offset an o u ts tand ing  flo o r previously 
purchased o r sold by the  insurance com­
pany and th a t the floo r was an exact o ffset 
o f the  m a rke t r is k  o f the flo o r being offset.
F or floors used in  a rep lica tion  transaction—
6. D eterm ined th a t the docum entation de­
scribed the  fo llow ing :
a. T he  in v e s tm e n t ty p e  a nd  ch a ra c ­
te ris tics  rep lica ted  _________ __________  _____
b. H ow  th e  re p lic a tio n  was cons is ten t 
w ith  the  overa ll m anagem ent inve s t­
m ent s tra tegy _________ __________  _____
c. H ow  the  floo r was expected to  be effec­
tive  in  re p lica tin g  the  investm en t char­
acteristics o f the  rep lica ted  investm en t _________ __________  _____
d. The approach in  assessing the e ffective­
ness o f the  rep lica tion  transaction  _________ __________  _____
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P rocedures E xce p tio n  E xce p tio n  N /A
7. D eterm ined th a t the  fo llo w in g  item s were 
documented:
a. The ins tru m e n ts  used in  the  rep lica tion  
and the investm en t type and charac­
te ris tics  rep lica ted  _____________________________
b. The term s o f the  floor, the  name o f the 
coun terparty , and the coun te rpa rty  ex­
posure am ount _____________________________
F or a ll selected floors inc lu d ing  those th a t are 
a p a rt o f a rep lica tion  transaction—
8. O bta ined a lis t  o f in d iv id u a ls  approved by 
th e  board  o f d irec to rs  o r a com m ittee  
th e reo f who had the a u th o rity  to  authorize  
floo r transactions. Compared the  name o f 
the in d iv id u a l who authorized the  floor 
transaction  w ith  the  names on the  lis t  and 
found the  name o f the  in d iv id u a l on the
lis t. _____________________________
____________ F in d in g s ____________
N o
9. Based on the  de ta ils  o f the transaction  
id e n tifie d  in  procedure 2 and company pol­
icy, compared the  te rm s o f the transaction  
w ith  the  insurance company’s policy re ­
gard ing  the requ irem en t fo r the  board o f 
d irectors or a com m ittee th e reo f to  a u tho r­
ize the  specific transaction  tested; fo r ex­
am ple, a transaction  in  w h ich  the  no tiona l 
am ount or s trike  price exceeded a lim it  
re q u irin g  a dd itio na l approval. I f  the  board 
o f d irectors or a com m ittee th e reo f was 
requ ired  to approve the  transaction , read 
m inutes o f the  board o f d irectors or a com­
m ittee  th e reo f or o ther appropria te  sup­
po rt and found evidence o f approval o f the  
transaction  tested.
10. O bta ined a lis t  o f q u a lifie d  and n on qu a li­
fie d  counterparties, approved by the  board 
o f d irectors or a com m ittee thereof. Com­
pared the  name o f the coun te rparty  in ­
volved in  the flo o r transaction  w ith  names 
on the  lis t  and found the name o f the  coun­
te rp a rty  on the respective q ua lifie d  or non­
qua lifie d  lis t.
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11. D e te rm ined  th a t the  co u n te rp a rty  was 
lis ted  as qua lifie d  o r nonqua lified  in  the 
analysis used fo r m on ito ring  the  insurance 
company’s lim ita tio n s  on coun te rpa rty  ex­
posure consistent w ith  the c lass ifica tion  in  
the lis tin g  obta ined in  procedure 10.
12. O bta ined a lis t  o f in d iv id u a ls  authorized 
by the board o f d irectors o r a com m ittee 
th e reo f to trade  floo r contracts. Compared 
the name o f the  in d iv id u a l who executed 
the  purchase, sale, or closeout o f the floo r 
w ith  the names on the lis t  and found the 
name o f the  in d iv id u a l on the lis t.
13. O bta ined a l is t  o f in d iv id u a ls  authorized to  
approve paym ents re la tin g  to  floors. Com­
pared the name o f the in d iv id u a l who ap­
proved any paym ent re la tin g  to the  floo r 
w ith  the  names on the  lis t  and found the 
name o f the  in d iv id u a l on the  lis t.
14. Compared the  name o f the  in d iv id u a l who 
approved any paym ent re la tin g  to the floo r 
w ith  the name o f the in d iv id u a l who ap­
p roved e n te rin g  in to  th e  co n trac t and 
found th a t the  names were d iffe ren t.
15. Compared the name o f the  in d iv id u a l who 
received cash o r o the r consideration in  
connection w ith  the  flo o r w ith  the  name o f 
the  in d iv id u a l who entered in to  the  con­
tra c t and found th a t the  names o f the in d i­
v idua ls  were d iffe ren t.
16. O bta ined the  deal tic k e t and con firm a tion  
fo r the purchase, sale, or closeout o f the 
floo r and found th a t the  purchase, sale, or 
closeout was confirm ed by the  counter­
pa rty .
17. Com pared the  name o f the  in d iv id u a l who 
received the  deal tic k e t and con firm a tion  
w ith  the names on a lis t  o f ind iv id ua ls  
au thorized  to  trade  floors and found th a t 
the name was not on the  lis t.
___________F in d in g s
N o
E xce p tio n  E xcep tion
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P rocedures E xce p tio n  E xce p tio n  N /A
18. Com pared the te rm s o f the  floo r contract, 
as stated on the  deal tic k e t and confirm a­
tio n , w ith  the te rm s o f the  floo r contract 
recorded in  the  insurance company’s ac­
coun ting  records and found them  to  be in
agreement. _____________________________
19. O bta ined docum entation fo r one rep o rting  
period (fo r example, m on th ly  o r qua rte rly ), 
th a t the insurance company determ ined 
th a t  its  a ccoun ting  records fo r  floo rs , 
tested in  procedure 18, agreed w ith  or rec­
onciled to the re la ted  contro l account; fo r 
exam ple, the subs id ia ry  ledger to  the  gen­
e ra l ledger. _____________________________
20. O bta ined the accounting record docum ent­
in g  m od ifica tions, i f  any, to the  floo r agree­
m ent. Compared the  name o f the  in d iv id ­
u a l who approved the m od ifica tion  w ith  a 
l is t  o f in d iv id u a ls  au thorized  to  approve 
m od ifica tions and found the name o f the  
in d iv id u a l who approved the  m od ifica tion
on the  lis t. _____________________________
____________ F in d in g s ____________
N o
21. Com pared the  te rm s o f the floo r agree­
m ent recorded in  the  insurance company’s 
accounting records w ith  the  te rm s shown 
in  the  executed copy o f the  floo r agreem ent 
and found them  to  be in  agreement.
22. O btained docum entation fo r one rep o rting  
period (fo r exam ple, m on th ly  o r q ua rte rly ), 
in d ic a tin g  th a t the  insurance company 
p h y s ic a lly  in v e n to rie d  the  flo o r agree­
m ents.
23. U s ing  the lis t  o f authorized traders  ob­
ta in e d  in  p rocedure  12, com pared the  
name o f the  in d iv id u a l who had custody or 
access to  the  flo o r agreem ent w ith  the 
names o f in d iv id u a ls  au thorized  to  execute 
purchases, sales, or closeouts o f floo r con­
trac ts  and found th a t the  name was not on 
the lis t.
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F in d in g s
P rocedures E xce p tio n  E xcep tion
24. Com pared in fo rm a tio n  regard ing  the  floor, 
such  as ty p e  o f d e r iv a t iv e , n o tio n a l 
am ount, and fa ir  va lue, w ith  the com para­
ble in fo rm a tio n  included in  the re p o rt to 
the board o f d irectors o r appropria te  com­
m ittee  th e reo f and found them  to  be in
agreement. _________ __________
25. I f  the  flo o r should have been included in  
the m on ito ring  analysis separate ly tested 
in  procedure 10 w ith in  section 1, “A ll De­
r iv a tiv e  Types,” compared in fo rm a tion  re ­
gard ing  the  floor, such as type o f de riva ­
tive , no tiona l am ount, and fa ir  value, w ith  
the  comparable in fo rm a tio n  in  the  m on i­
to rin g  analysis and found them  to  be in
agreement. _________ __________
26. Read accounting docum entation in d ica t­
in g  th a t the  insurance company m onitored 
period ic cash settlem ents re la ted  to the 
flo o r tested, m eaning, the  insurance com­
pany had contro ls in  place to  determ ine 
th a t period ic cash settlem ents, i f  any, were
received. _________ __________
Effectiveness o f F loors Used As Hedges 
and in  R e p lica tio n  T ransactions
27. Read the  insurance company’s docum enta­
tio n  o f effectiveness and found th a t the 
insurance company evaluated the effec­
tiveness o f the flo o r as a hedge or rep lica ­
tio n  in  accordance w ith  the  policies regard­
in g  effectiveness.
28. I f  the flo o r was no longer effective as a 
hedge or rep lica tion , compared the  action 
taken  by the  insurance company w ith  the 
action requ ired  by the  accounting policies 
and procedures and found th a t the  action 
ta ken  was consistent w ith  the accounting 
policy.
N /A
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P rocedures E xce p tio n  E xce p tio n  N /A
Legal R eview
29. Read docum entation in d ica tin g  th a t the 
lega l d epartm ent review ed the  floo r agree­
m en t to  assess contract compliance w ith
the  D U P and enfo rceab ility . _____________________________
30. Read docum entation in d ica tin g  th a t the  
lega l departm ent updated its  assessment 
o f agreem ent en fo rceab ility  a t least annu­
a lly . _____________________________
V a lu a tio n
31. O bta ined the insurance company’s policies 
and procedures fo r  v a lu in g  floo rs  and 
found th a t the  insurance company deter­
m ined the  fa ir  va lue o f the flo o r in  accord­
ance w ith  the po licy described in  the  in s u r­
ance company’s procedures fo r the va lu ­
a tion  o f floors. _____________________________
32. Read docum entation supporting  the fa ir  
va lue o f the floo r and found th a t the  fa ir  
va lue was e ith e r (a) obta ined from  an in ­
dependent source, (b) checked against an 
independent source, or (c) ca lcu lated in te r ­
n a lly  by an au thorized  in d iv id u a l. _____________________________
D e scrip tio n  o f E xceptions i f  A ny
Procedure N um ber D escrip tion  o f Exception
_____________F in d in g s ____________
N o
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Section 5— Forward Contracts
___________F in d in g s __________
N o
P rocedures E xce p tio n  E xce p tio n  N /A
P erform ed the  fo llo w in g  procedures on se­
lected fo rw ard  contracts to  tes t in te rn a l con­
tro l over fo rw a rd  transactions. Selected five  
percent o f each type o f fo rw a rd  transaction , 
w ith  the  selections d is trib u te d  th roughou t the 
year. These are, (1) fo rw a rd  contracts entered 
in to  to  m ake de livery, (2) fo rw a rd  contracts 
entered in to  to  take  de livery, (3) fo rw ard  con­
trac ts  se ttled  by m ak ing  de livery, (4) fo rw ard  
contracts se ttled  by ta k in g  de livery, (5) fo r­
w ard  contracts settled  by cash. I f  five  percent 
o f a g iven type o f transac tion  exceeded 40, the 
num ber o f item s selected fo r th a t type o f tra n s ­
action was lim ite d  to  40. I f  five  percent o f a 
type o f transaction  resu lted  in  less th a n  fo u r 
item s, selected fo u r o r few er item s th a t repre­
sented a ll o f the transactions o f th a t type.
R epo rting
1. Read the  insurance company’s de riva tive  
use p la n  (D U P ) and any am endm ents 
the re to  and found th a t the  D U P  perm its  
the  insurance company to  en te r in to  fo r­
w ard  contracts.
2. F or each fo rw a rd  selected fo r testing , read 
m anagem ent’s docum entation describ ing 
the in tended use o f the fo rw a rd  and per­
form ed the  fo llow ing  procedures, as a pp li­
cable.
F or fo rw a rd  contracts used as a hedge—
3. D eterm ined th a t the  docum entation de­
scribes the  fo llow ing :
a. The r is k  hedged
b. H ow  the  hedge was consistent w ith  the 
overa ll r is k  m anagem ent stra tegy
c. H ow  the  fo rw a rd  was expected to be 
effective in  o ffse tting  the  exposure
d. The approach in  assessing the  effective­
ness o f the  hedge
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P rocedures E xce p tio n  E xce p tio n  N /A
4. D eterm ined th a t the  fo llow ing  item s were 
documented:
a. The purpose(s) o f the  fo rw a rd  as a
hedge _____________________________
b. The te rm s o f the  fo rw ard , the name o f 
the  coun terparty , and the coun te rparty
exposure am ount _____________________________
c. The assets o r l ia b ilit ie s  (o r p o rtio n
thereof) th a t the  fo rw a rd  hedged _____________________________
d. The specific fo rw a rd  contract used in
the  hedge _____________________________
e. Evidence th a t the  fo rw a rd  continued to
be an effective hedge _____________________________
f. Evidence th a t the  fo rw a rd  was consis­
te n t w ith  the insurance company’s pa­
ram eters, as specified in  the  D U P or 
applicable company policies and proce­
dures, fo r en te ring  in to  hedge transac­
tions; fo r exam ple, the no tiona l am ount
or u nd e rly in g  _____________________________
I f  the  fo rw a rd  was an exact offset o f an ou t­
s tand ing  fo rw a rd—
5. Read docum entation in d ica tin g  th a t the 
fo rw a rd  offset an ou ts tand ing  fo rw a rd  p re ­
v ious ly  purchased o r sold by the  insurance 
company and th a t the fo rw a rd  was an ex­
act offset o f the m arke t r is k  o f the  fo rw ard
being offset. ____________________________
F or fo rw ards used in  a rep lica tion  transac­
tio n —
6. D eterm ined th a t the  docum entation de­
scribed the  fo llow ing :
a. T he  in v e s tm e n t ty p e  a n d  ch a ra c ­
te ris tics  rep lica ted  ____________________________
b. H ow  th e  re p lic a tio n  was cons is ten t 
w ith  the overa ll m anagem ent inve s t­
m en t s tra tegy ____________________________
____________ F in d in g s ____________
N o
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____________ Findings____________
N o
P rocedures E xce p tio n  E xce p tio n  N /A
c. H ow  the  fo rw a rd  was expected to  be 
effective in  re p lica tin g  the  investm en t 
characte ris tic  o f the rep lica ted  inves t­
m en t _________ __________  _____
d. The approach fo r assessing the  effec­
tiveness o f the  rep lica tion  transaction
7. D eterm ined  th a t the fo llo w in g  item s were 
documented:
а. The ins tru m e n ts  used in  the  rep lica tion  
and the investm en t type and charac­
te ris tics  rep lica ted
б. The te rm s o f the  fo rw a rd  contract, the 
name o f the  coun terparty , and the  coun­
te rp a rty  exposure am ount
F or a ll selected fo rw ards, in c lu d in g  those th a t
are a p a rt o f the  rep lica tion  transaction—
8. O bta ined a l is t  o f in d iv id u a ls , approved by 
th e  boa rd  o f d irec to rs  o r a com m ittee  
th e reo f who had the  a u th o rity  to  authorize  
fo rw a rd  transactions. Com pared the  name 
o f the  in d iv id u a l who authorized  the fo r­
w ard  transac tion  w ith  the names on the 
lis t  and found the  name o f the  in d iv id u a l 
on the lis t.
9. Based on the  de ta ils  o f the  transaction  
id e n tifie d  in  procedure 2 and company pol­
icy, compared the  te rm s o f the  transaction  
w ith  the  insurance company’s policy re ­
gard ing  the  requ irem en t fo r the  board o f 
d irectors o r a com m ittee th e reo f to au th o r­
ize the  specific transaction  tested; fo r ex­
am ple, a transaction  in  w h ich  the  no tiona l 
am ount exceeded a l im it  re q u irin g  add i­
tio n a l approval. I f  the board o f d irectors or 
a com m ittee th e reo f was requ ired  to  ap­
prove the transaction , read m inutes o f the  
board o f d irectors o r a com m ittee th e reo f 
or o ther appropria te  support and found 
evidence o f approval o f the  transaction  
tested.
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P rocedures E xce p tio n  E xce p tio n  N /A
10. O bta ined a lis t  o f q ua lifie d  and n on qu a li­
fie d  counterparties, approved by the  board 
o f d irectors or a com m ittee thereof. Com­
pared the name o f the coun te rparty  in ­
vo lved in  the  fo rw a rd  tran sac tio n  w ith  
names on the lis t  and found the  name o f 
the  coun te rparty  on the  respective q u a li­
fied  o r nonqua lified  lis t. _____________________________
11. D e te rm ined  th a t the  co u n te rp a rty  was 
lis te d  as q ua lifie d  o r nonqua lified  in  the 
analysis used fo r m on ito ring  the  insurance 
company’s lim ita tio n s  on coun te rparty  ex­
posure consistent w ith  the  c lass ifica tion  in
the  lis tin g  obta ined in  procedure 10. _____________________________
12. O bta ined a lis t  o f in d iv id u a ls  authorized 
by the  board o f d irectors o r com m ittee 
th e reo f to  trade  fo rw a rd  contracts. Com­
pared the  name o f the in d iv id u a l who exe­
cuted the  purchase or sale o f the  fo rw ard  
w ith  the  names on the  lis t  and found the
name o f the  in d iv id u a l on the  lis t. _____________________________
____________ F in d in g s ____________
N o
13. O bta ined a lis t  o f in d iv id u a ls  authorized to 
approve settlem ents o r paym ents re la ted  
to  fo rw a rd  contracts. F o r the purchase and 
any transaction  subsequent to  purchase, 
compared the  name o f the  in d iv id u a l who 
approved any paym ent or se ttlem ent o f 
funds in  connection w ith  the  fo rw a rd  con­
tra c t w ith  the  names on the l is t  and found 
the  name o f the  in d iv id u a l on the  lis t.
14. Com pared the name o f the  in d iv id u a l who 
approved any se ttlem ent o r paym ent re la t­
in g  to  the  fo rw a rd  w ith  the  name o f the 
in d iv id u a l who approved e n te rin g  in to  the 
contract and found th a t the names were 
d iffe ren t.
15. Compared the  name o f the  in d iv id u a l who 
received cash o r o the r consideration  in  
connection w ith  the  fo rw ard  w ith  the  name 
o f the  in d iv id u a l who entered in to  the con­
tra c t and found th a t the  names o f the  in d i­
v idua ls  were d iffe ren t.
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________ F ind ings_______
No
Procedures Exception Exception N/A
16. O bta ined the  deal tic k e t and con firm a tion  
fo r the  purchase or sale o f the  fo rw a rd  
contract and found th a t the purchase or
sale was confirm ed by the coun terparty . _________ __________  _____
17. Compared the name o f the  in d iv id u a l who 
received the  deal tic k e t and con firm a tion  
w ith  the  names on a lis t  o f ind iv id u a ls  
au thorized  to  trade  fo rw ards and found
th a t the  name was no t on the  lis t. _________ __________  _____
18. Compared the  te rm s o f the  fo rw ard  con­
tra c t, as stated on the  deal tic k e t and con­
firm a tio n , w ith  the  te rm s o f the fo rw ard  
contract recorded in  the  insurance com­
pany’s accounting records and found them  
to  be in  agreement.
19. O bta ined docum entation fo r one rep o rting  
period, (fo r exam ple, m o n th ly  o r q ua r­
te rly ), th a t the  insurance company dete r­
m ined th a t its  accounting records fo r fo r­
w ards, tested in  procedure 18, agreed w ith  
or reconciled to  the  re la ted  contro l account, 
(fo r exam ple, the  subs id ia ry  ledger to  the  
general ledger).
20. O bta ined the  accounting record docum ent­
ing  m od ifica tions, i f  any, to  the fo rw a rd  
contract. Com pared the  name o f the  in d i­
v id u a l who approved the  m od ifica tion  w ith  
a l is t  o f in d iv id u a ls  au thorized  to  approve 
m od ifica tions and found the  name o f the  
in d iv id u a l who approved the  m od ifica tion  
on the  lis t.
21. F or one re p o rtin g  period, (fo r exam ple, 
m on th ly  or q ua rte rly ), obta ined the in s u r­
ance company’s docum entation o f the  ex­
istence o f the  fo rw a rd  contract and found 
th a t the  insurance company e ith e r (a ) ob­
ta ined  a sta tem ent from  the  custodian con­
firm in g  the existence o f the  fo rw ard  con­
tra c t, (b) phys ica lly  inven to ried  the fo r­
w ard  contract, o r (c) obta ined a sta tem ent 
from  the coun te rparty  acknow ledging the 
existence o f the  fo rw ard  contract.
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Procedures E xception Exception N/A.
22. U s ing  the  lis t  o f authorized trade rs  ob­
ta in e d  in  p rocedure  12, com pared the  
name o f the  in d iv id u a l who had custody or 
access to  the  fo rw a rd  w ith  the  names o f 
in d iv id u a ls  a u th o rized  to  execute p u r­
chases and sales o f fo rw ards and found
th a t the  name was no t on the  lis t. _____________________________
23. Com pared in fo rm a tio n  regard ing  the  fo r­
w ard, such as type o f d e riva tive , no tiona l 
am ount, and fa ir  va lue, w ith  the  compara­
ble in fo rm a tio n  included in  the  repo rt to 
the  board o f d irectors o r appropria te  com­
m ittee  th e reo f and found them  to  be in
agreem ent. _____________________________
24. I f  the  fo rw a rd  should have been included 
in  th e  m o n ito r in g  a na lys is  se pa ra te ly  
tested in  step 10 w ith in  section 1, “A ll 
D e riva tive  Types,”  compared in fo rm a tion  
regard ing  the  fo rw ard , such as type o f de­
riv a tiv e , no tiona l am ount, and fa ir  value, 
w ith  the  comparable in fo rm a tio n  in  the 
m on ito ring  analysis and found them  to be
in  agreement. _____________________________
________ F in d in g s_______
N o
E ffectiveness o f F o rw a rd  C ontracts  
Used As Hedges and in  R e p lica tio n  
T ransactions
25. Read the  insurance company’s docum enta­
tio n  o f effectiveness and found th a t the 
insurance company evaluated the  effec­
tiveness o f the  fo rw a rd  as a hedge o r rep ­
lica tio n  in  accordance w ith  the  policies re ­
ga rd ing  effectiveness.
26. I f  the  fo rw a rd  was no longer effective as a 
hedge o r rep lica tion , compared the  action 
taken  by the  insurance company w ith  the 
action requ ired  by the  accounting policies 
and procedures and found th a t the  action 
taken  was consistent w ith  the  accounting 
policy.
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________ F ind ings_______
No
Procedures Exception Exception N/A
Legal R eview
27. Read docum entation in d ica tin g  th a t the 
lega l depa rtm en t review ed the  fo rw a rd  
co n trac t to  assess co n tra c t com pliance
w ith  the  D U P  and enfo rceab ility . _________ __________  _____
28. Read docum entation in d ica tin g  th a t the 
legal departm ent updated its  assessment 
o f contract en fo rceab ility  a t least annu­
a lly . _________ __________  _____
V a lu a tio n
29. O btained the insurance company’s policies 
and procedures fo r va lu in g  fo rw ards and 
found th a t the  insurance company dete r­
m ined the  fa ir  va lue o f the  fo rw a rd  in  
accordance w ith  the  policy described in  the 
insurance company’s procedures fo r va lu ­
a tion  o f fo rw ards. _________ __________  _____
30. Read docum entation supporting  the fa ir  
va lue o f the  fo rw a rd  contract and found 
th a t the  fa ir  va lue was e ith e r (a) obta ined 
from  an independent source, (6) checked 
against an independent source, or (c) ca l­
cu la ted in te rn a lly  by an authorized in d i­
v idua l. _________ __________  _____
D escrip tio n  o f E xceptions i f  A ny
Procedure N um ber D escrip tion  o f  Exception
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S e c t io n  6 — F u tu re s  C o n tra c ts
________ F in d in g s_______
No
Procedures Exception Exception N /A
P erform ed th e  fo llo w in g  procedures on se­
lected fu tu re s  contracts to  te s t in te rn a l contro l 
over fu tu re s  transactions. Selected five  per­
cent o f each type o f fu tu res  transaction , w ith  
the  selections d is trib u te d  th roughou t the  year.
These are purchases, sales, and cash se ttle ­
m ents (closeouts o f a position). I f  five  percent 
o f a g iven type o f transaction  exceeded 40, the 
num ber o f item s selected fo r th a t type o f tra n s ­
action was lim ite d  to  40. I f  five  percent o f a 
type o f transaction  resu lted  in  less th a n  fo u r 
item s, selected fo u r o r few er item s th a t repre­
sented a ll o f the transactions o f th a t type.
R epo rting
1. Read the  insurance company’s deriva tive  
use p la n  (D U P ) and any am endm ents 
the re to  and found th a t the  D U P  perm its  
the  insurance company to trade  fu tu res.
2. F or each fu tu res  transaction  selected fo r 
tes ting , read m anagem ent’s docum enta­
tio n  describ ing the  in tended  use o f the 
fu tu re s  and perform ed the  fo llo w in g  proce­
dures, as applicable.
F or fu tu re s  used as a hedge—
3. D eterm ined th a t the  docum entation de­
scribes the  fo llow ing :
a. The r is k  hedged
b. H ow  the  hedge was consistent w ith  the  
overa ll r is k  m anagem ent stra tegy
c. H ow  the  fu tu re s  position  was expected 
to be effective in  o ffse tting  the  exposure
d. The approach in  assessing the  e ffective­
ness o f the hedge
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Procedures
4. D eterm ined th a t the fo llo w in g  item s were 
documented:
a. The purpose(s) o f the  fu tu re s  as a hedge
b. The te rm s o f the fu tu res  transaction  
and th e  nam e o f th e  exchange and 
firm (s ) hand ling  the  trade
c. The assets o r lia b il it ie s  (o r p o rtio n  
thereo f) th a t the fu tu re s  transaction  
hedged
d. Evidence th a t the  fu tu res  contract con­
tin ue d  to  be an effective hedge
e. Evidence th a t the  fu tu res  position  was 
co ns is te n t w ith  th e  insu rance  com­
pany’s param eters, as specified in  the 
D U P  or app licab le  com pany polic ies 
and procedures fo r fu tu re s  tran sac­
tions; fo r example, the  no tiona l am ount 
o r u nd erly ing
For fu tu re s  transactions th a t were an exact
offset o f an ou ts tand ing  fu tu res  transaction—
5. Read docum entation in d ica tin g  th a t the  
fu tu res  transaction  offset an ou ts tand ing  
fu tu res  position  p rev ious ly  purchased or 
sold by the  in su re r and th a t the  fu tu res  
transaction  was an exact o ffset o f the  m ar­
k e t r is k  o f the  fu tu re s  position  being offset.
For fu tu re s  used in  a rep lica tion  transaction—
6. D eterm ined th a t the  docum entation de­
scribed the  fo llow ing :
a. T he  in v e s tm e n t ty p e  a nd  c h a ra c ­
te ris tics  rep lica ted
b. H ow  th e  re p lic a tio n  was cons is ten t 
w ith  the  overa ll m anagem ent inves t­
m en t stra tegy
c. H ow  the fu tu re s  pos ition  was expected 
to  be effective in  rep lica tin g  the  inves t­
m ent characteristics o f the  rep lica ted  
investm en t
d . The approach in  assessing the  e ffective­
ness o f the  rep lica tion  transaction
________ F ind ings
No
Exception Exception
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P rocedures
7. D eterm ined th a t the fo llo w in g  item s were 
documented:
a. The ins tru m e n ts  used in  the  rep lica tion  
and the  investm en t type and charac­
te ris tics  rep lica ted
b. The te rm s o f the  fu tu res  transaction  
and the  name o f the  exchange and the 
firm (s ) hand ling  the trade
c. The specific fu tu res  contract used in  the 
rep lica tion
F or a ll selected fu tu re s  in c lu d in g  those th a t
are a p a rt o f the rep lica tion  transaction—
8. O bta ined a lis t  o f ind iv id u a ls , approved by 
th e  boa rd  o f d irec to rs  o r a com m ittee  
thereof, who had the  a u th o rity  to  au th o r­
ize fu tu re s  trades. Compared the name o f 
the  in d iv id u a l who authorized the  fu tu res 
transaction  w ith  the  names on the  lis t  and 
found the name o f the in d iv id u a l on the 
lis t.
9. Based on the  de ta ils  o f the  transaction  
id e n tifie d  in  procedure 2 and company pol­
icy, compared the  te rm s o f the  transaction  
w ith  the  insurance company’s po licy re ­
gard ing  the requ irem en t fo r the  board o f 
d irectors or a com m ittee th e reo f to  au th o r­
ize the  specific transaction  tested; fo r ex­
ample, a transaction  in  w hich  the  n o tiona l 
am ount exceeded a l im it  re q u irin g  add i­
tio n a l approval. I f  the board o f d irectors or 
a com m ittee th e reo f was requ ired  to  ap­
prove the transaction , read m inutes o f the 
board o f d irectors o r a com m ittee the reo f 
o r o ther appropria te  support and found 
evidence o f approval o f the transaction  
tested.
10. O btained a lis t  o f in d iv id u a ls  authorized 
by the  board o f d irectors or com m ittee 
th e reo f to  trade  fu tu re s  contracts. Com­
pared the  name o f the in d iv id u a l who exe­
cuted the purchase o r sale o f the fu tu res 
contract w ith  the names on the lis t  and 
found the  name o f the in d iv id u a l on the 
lis t.
No
Exception Exception
________ F in d in g s
N/A
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11. O bta ined a lis t  o f in d iv id u a ls  authorized to  
approve se ttlem ents or d isbursem ents re ­
la ted  to  fu tu re s  transac tions . F o r p u r­
chases and transactions  subsequent to 
purchase o r sale o f the  fu tu res  contract, 
compared the name o f the  in d iv id u a l who 
approved any se ttlem en t o f funds re la tin g  
to  the fu tu re s  w ith  the  names on the lis t  
and found the  name o f the in d iv id u a l on 
the lis t.
12. Compared the  name o f the  in d iv id u a l who 
approved any paym ent re la tin g  to  the  fu ­
tu res w ith  the  name o f the  in d iv id u a l who 
approved en te ring  in to  the  contract and 
found th a t the  names were d iffe ren t.
13. Compared the  name o f the in d iv id u a l who 
received cash o r o the r consideration in  
connection w ith  the fu tu re s  w ith  the  name 
o f the in d iv id u a l who entered in to  the  con­
tra c t and found th a t the  names o f the  in d i­
v idua ls  were d iffe ren t.
14. O btained the deal tic k e t and con firm a tion  
fo r the purchase, exp ira tion , or sale o f the 
fu tu res  contracts and found th a t the p u r­
chase, sale, o r e xp ira tio n  o f the  fu tu res  
contract was confirm ed by the  deal tic k e t 
and confirm ation .
15. Compared the  te rm s o f the fu tu res  tra n s ­
action, as stated on the  deal tic ke t and 
confirm a tion , w ith  the te rm s o f the tra n s ­
ac tion  recorded in  the  insu rance  com­
pany’s accounting records and found them  
to be in  agreement.
16. O bta ined docum entation fo r one rep o rting  
period , (fo r exam ple, m o n th ly  o r q ua r­
te rly ), th a t the  insurance company deter­
m ined th a t its  accounting records fo r fu ­
tu res, tested in  procedure 15, agreed w ith  
or reconciled to the  re la ted  contro l account, 
(fo r example, the  subs id ia ry  ledger to  the 
general ledger).
________ F ind ings
No
Exception Exception
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17. F o r one re p o rtin g  period, (fo r example, 
m on th ly  or qua rte rly ), obta ined the in s u r­
ance company’s docum entation o f the ex­
istence o f the  fu tu re s  contracts and found 
th a t th e  insu ra n ce  com pany o b ta ine d  
s ta te m e n ts  fro m  th e  fu tu re s  coun te r- 
pa rty(ies) o r broker(s) con firm ing  the  fu ­
tu res transactions and positions. _____________________________
18. Com pared in fo rm a tio n  regard ing  the  fu ­
tu res contract, such as type o f de riva tive , 
no tiona l am ount, and fa ir  va lue, w ith  the 
com parable in fo rm a tio n  included in  the 
re p o rt to the board o f d irectors or app rop ri­
ate com m ittee th e reo f and found them  to
be in  agreement. _____________________________
19. I f  the  fu tu re s  position  should have been 
included in  the m on ito ring  analysis sepa­
ra te ly  tested in  procedure 10 w ith in  sec­
tio n  1, “ A ll D e riva tive  Types,” compared 
in fo rm a tio n  re g a rd in g  the  fu tu re s  con­
tra c t, such as type o f deriva tive , no tiona l 
am ount, and fa ir  va lue, w ith  the  com para­
ble in fo rm a tio n  in  the  m on ito ring  analysis
and found them  to be in  agreement. _____________________________
Effectiveness o f F u tu res Used
As Hedges and in  R e p lica tion
T ransactions
20. Read the insurance company’s docum enta­
tio n  o f effectiveness and found th a t the 
insurance company evaluated the effec­
tiveness o f the fu tu res  position  as a hedge 
or rep lica tion  in  accordance w ith  the  p o li­
cies regard ing  effectiveness. _____________________________
21. I f  the fu tu re s  position  was no longer effec­
tive  as a hedge or rep lica tion , compared 
the  action taken  by the  insurance company 
w ith  the  action requ ired  by the  company 
policies and procedures and found th a t the 
action taken  was consistent w ith  the  ac­
coun ting  policy. _____________________________
________ F in d in g s_______
N o
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Procedures Exception Exception N IA
V a lu a tio n
22. O btained the insurance company’s policies 
and procedures fo r va lu in g  positions and 
found th a t the insurance company deter­
m ined the  va lu a tio n  o f the  fu tu res  contract 
in  accordance w ith  the po licy described in  
the  insurance company’s procedures fo r
va lu a tio n  o f fu tu res. _________ __________  _____
23. Read docum entation supporting  the  m a r­
ke t price o f the  fu tu re s  contract and found 
th a t the m a rke t price was obta ined from  
an independent source.
D escrip tio n  o f E xceptions i f  A ny
Procedure N um ber D escrip tion  o f  Exception
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F in d in g s
Exception Exception N /A
P erform ed the  fo llo w in g  procedures on se­
lected op tion  contracts to  te s t in te rn a l contro l 
over option  transactions. Selected five  percent 
o f each type o f option  transaction  (th a t is, 
purchases, sales, exp ira tions, and exercises), 
w ith  the  selections d is trib u te d  th roughou t the 
year. I f  five  percent o f a g iven type o f transac­
tio n  exceeded 40, the  num ber o f item s selected 
fo r th a t type o f transaction  was lim ite d  to  40. 
I f  five  percent o f a type o f transaction  resu lted  
in  less th an  fo u r item s, selected fo u r o r few er 
item s th a t represented a ll o f the transactions 
o f th a t type.
R e po rting
1. Read the  insurance company’s deriva tive  
use p la n  (D U P ) and any am endm ents 
there to  and found th a t the D U P  perm its  
the  insurance company to  trade  or enter 
in to  option  contracts.
2. F o r each option  selected fo r tes ting , read 
m anagem ent’s docum entation describ ing 
the  in tended use o f the  option  and per­
form ed the  fo llo w in g  procedures, as a p p li­
cable.
F or options used as a hedge—
3. D eterm ined th a t the  docum entation de­
scribed the fo llow ing :
а. The r is k  hedged
b. H ow  the  hedge was consistent w ith  the 
overa ll r is k  m anagem ent s tra tegy
c. H ow  the option  was expected to  be ef­
fective in  o ffse tting  the exposure
d. The approach in  assessing the  effective­
ness o f the  hedge
S e c t io n  7 — O p t io n  C o n tra c ts
Procedures
AAG-PLI APP V
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Procedures Exception Exception
4. D eterm ined th a t the  fo llo w in g  item s were 
documented:
a. The purpose(s) o f the option  as a hedge _________ __________
b. F or over-the-counter (OTC) options, the 
te rm s o f the  option, the  name o f the 
coun te rparty , and the  coun te rparty  ex­
posure am ount _________ __________
c. F or exchange-traded options, the  te rm  
o f the  option, the  name o f the exchange, 
and the  name o f the  firm (s ) hand ling
the  trade  _________ __________
d . The assets o r lia b il it ie s  (o r p o rtio n
thereof) th a t the option  hedged _________ __________
e. F or OTC and exchange-traded options,
the  specific option  used in  the hedge _________ __________
f. Evidence th a t the  option  continued to
be an effective hedge _________  __________
g . Evidence th a t the  option  was consistent 
w ith  the  insurance company’s param e­
ters, as specified in  the D U P o r app lica­
ble company policies and procedures, 
fo r en te ring  in to  hedge transactions; fo r 
example, the  no tiona l am ount, o r un ­
d e rly in g  _________ __________
I f  the  option  transaction  was (a) fo r income 
generation and was fo r the sale o f a ca ll option 
on securities o r (b ) an exact offset to an ou t­
s tand ing  option—
5. Read the  docum entation supporting  the 
transaction  w h ich  ind ica ted  th a t the  in ­
surance company was ho ld ing  or could im ­
m ed ia te ly  acquire th ro ug h  the exercise o f 
options, w a rran ts , or conversion r ig h ts  a l­
ready owned, the  u n d e rly in g  securities 
d u rin g  the  en tire  period the  option  was
outstand ing. _________  __________
6. Read docum entation in d ica tin g  th a t the 
option  offset an ou ts tand ing  option  pre ­
v ious ly  purchased o r sold by the insurance 
company and th a t the option  was an exact 
offset to  the m a rke t r is k  o f the option being
offset. _________ __________
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F or options used in  a rep lica tion  transaction—
7. D eterm ined th a t the  docum entation de­
scribed the  fo llow ing :
a. T he  in v e s tm e n t ty p e  a nd  c h a ra c ­
te ris tics  rep lica ted  _________ ___________
b. H ow  the  re p lic a tio n  was cons is ten t 
w ith  the  overa ll m anagem ent invest­
m en t stra tegy _________ ___________
c. H ow  the  option  was expected to  be ef­
fective  in  re p lica tin g  the  investm en t 
characteristics o f the  rep lica ted  inve s t­
m ent _________ ___________
________ F in d in g s
N o
d. The approach in  assessing the e ffective­
ness o f the rep lica tion  transaction
8. D eterm ined th a t the  fo llow ing  item s were 
documented:
a. The ins tru m e n ts  used in  the  rep lica tion  
and the  investm en t type and charac­
te ris tics  rep lica ted
b. The specific option  used in  the  rep lica ­
tio n
c. F or OTC options, the te rm s o f the  op­
tio n , the  name o f the coun terparty , and 
the  coun te rpa rty  exposure am ount
d . F or exchange-traded options, the name 
o f the  exchange and the  firm (s ) han­
d lin g  the trade
F or a ll selected options, inc lu d ing  those th a t 
are a p a rt o f a rep lica tion  transaction—
9. O bta ined a lis t  o f ind iv id ua ls , approved by 
the  board  o f d ire c to rs  o r a com m ittee  
thereof, who had the  a u th o rity  to  a u tho r­
ize o p tio n  tran sac tio n s . C om pared the  
name o f the  in d iv id u a l who authorized  the 
option  transaction  w ith  the  names on the 
l is t  and found the  name o f the in d iv id u a l 
on the  lis t.
N/A
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________ F ind ings
No
Procedures Exception Exception
10. Based on the de ta ils  o f the transaction  
id e n tifie d  in  procedure 2 and company po l­
icy, compared the  te rm s o f the transaction  
w ith  the  insurance company’s po licy re ­
gard ing  the  requ irem en t fo r the board o f 
d irectors or a com m ittee th e reo f to  au th o r­
ize the specific transaction  tested; fo r ex­
ample, a transaction  in  w h ich  the  no tiona l 
am ount exceeded a l im it  re q u irin g  add i­
tio n a l approval. I f  the  board o f d irectors or 
a com m ittee the reo f was requ ired  to  ap­
prove the  transaction , read m inutes o f the 
board o f d irectors o r a com m ittee th e reo f 
o r o the r appropria te  support and found 
evidence o f approva l o f the  transaction
tested. _________ __________
11. O btained a lis t  o f q u a l i f ie d  and n o n q u a li­
f ie d  counterparties, approved by the  board 
o f d irectors or a com m ittee thereof. Com­
pared the  name o f the coun te rparty  in ­
vo lved  in  th e  o p tio n  tra n s a c tio n  w ith  
names on the lis t  and found the name o f 
the  coun te rpa rty  on the  respective q u a li­
fied  or nonqua lified  lis t. _________ __________
12. F o r OTC options, de te rm ined  th a t the  
coun te rp a rty  was lis te d  as q ua lifie d  or 
nonqua lified  in  the analysis used fo r m on i­
to r in g  th e  insurance  com pany’s lim ita ­
tions on coun te rpa rty  exposure consistent 
w ith  the  c lass ifica tion  in  the lis tin g  ob­
ta ined  in  procedure 11. _________  __________
13. O bta ined a lis t  o f in d iv id u a ls  authorized 
by the  board o f d irectors o r com m ittee 
th e reo f to  trade  option  contracts. Com­
pared the name o f the  in d iv id u a l who exe­
cuted the  purchase, sale, o r exercise o f the  
op tion  w ith  the  names on the lis t  and 
found the  nam e o f the in d iv id u a l on the
lis t. _________ __________
14. O bta ined a lis t  o f in d iv id u a ls  authorized to 
approve paym ents re la tin g  to  options con­
tracts. Com pared the  name o f the in d iv id ­
u a l who approved any paym ent re la tin g  to 
the  option  w ith  the  names on the lis t  and 
found the name o f the  in d iv id u a l on the
lis t. _________ __________
N/A
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15. Com pared the  name o f the  in d iv id u a l who 
approved any paym ent re la tin g  to  the  op­
tio n  w ith  the  name o f the  in d iv id u a l who 
approved en te ring  in to  the  contract and
found th a t the names were d iffe ren t. _____________________________
16. Com pared the nam e o f the  in d iv id u a l who 
received cash o r o the r consideration  in  
connection w ith  the option  w ith  the  name 
o f the  in d iv id u a l who entered in to  the  con­
tra c t and found th a t the  names o f the in d i­
v idua ls  were d iffe ren t. _____________________________
17. O bta ined the  deal tic k e t and con firm a tion  
fo r the  purchase, sale, o r exercise o f the 
option  and found th a t the  purchase, sale, 
o r exercise o f the  option  was confirm ed by 
th e  c o u n te rp a rty  o r f irm  h a n d lin g  the
transaction . _____________________________
18. Com pared the  name o f the  in d iv id u a l who 
received the  deal tic k e t and con firm a tion  
w ith  the  names on a lis t  o f ind iv id ua ls  
authorized  to  trade  options and found th a t
the  name was no t on the  lis t. _____________________________
19. Com pared the  te rm s o f the  option  contract, 
as sta ted on the deal tic k e t and con firm a­
tio n , w ith  the te rm s o f the  option  contract 
recorded in  the  insurance company’s ac­
coun ting  records and found them  to  be in
agreem ent. _____________________________
20. O bta ined docum entation fo r one rep o rting  
period , (fo r exam ple, m o n th ly  o r qua r­
te rly ), in d ica tin g  th a t the  insurance com­
pany determ ined w he ther its  accounting 
records fo r options, tested in  procedure 19, 
agreed w ith  o r reconciled to  the  re la ted  
contro l account, (fo r exam ple, the  subsid i­
a ry  ledger to the general ledger). _____________________________
21. O bta ined the accounting record docum ent­
in g  m od ifica tions, i f  any, to  the  option 
transaction . Com pared the nam e o f the  
in d iv id u a l who approved the m od ifica tion  
w ith  a l is t  o f in d iv id u a ls  authorized  to 
approve m od ifica tions and found the  name 
o f the  in d iv id u a l who approved the  m o d ifi­
ca tion  on the  lis t. _________ __________________
________ F in d in g s_______
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Procedures Exception E xception N /A
22. O btained docum entation fo r one rep o rting  
period , (fo r exam ple, m o n th ly  or qua r­
te rly ), in d ica tin g  th a t the insurance com­
pany obta ined a sta tem ent from  the  coun­
te rp a rty  co n firm ing  the existence o f the
option position. _________ __________  _____
23. U sing  the  lis t  o f au thorized  traders  ob­
ta in e d  in  p rocedure  13, com pared the  
name o f the  in d iv id u a l who had custody o f 
or access to the option  docum entation w ith  
the  names o f in d iv id u a ls  authorized to 
purchase, sell, or exercise the option  and
found th a t the  name was not on the  lis t. _________ __________  _____
24. Compared in fo rm a tion  regard ing  the op­
tion , such as type o f deriva tive , no tiona l 
am ount, and fa ir  va lue, w ith  the com para­
ble in fo rm a tio n  inc luded  in  the re p o rt to  
the  board o f d irectors or appropria te  com­
m ittee  th e reo f and found them  to  be in
agreement. _________ __________  _____
25. I f  the  option  should have been included in  
the m on ito ring  analysis separate ly tested 
in  procedure 10 w ith in  section 1, “A ll De­
r iv a tiv e  Types,” compared in fo rm a tio n  re ­
gard ing  the option, such as type o f de riva ­
tive , no tiona l am ount, and fa ir  va lue, w ith  
the comparable in fo rm a tio n  in  the  m on i­
to rin g  analysis and found them  to be in
agreement. _________ __________  _____
Effectiveness o f O ptions Used As
Hedges and in  R e p lica tio n  T ransactions
26. Read the  insurance company’s docum enta­
tio n  o f effectiveness and found th a t the 
insurance company evaluated the  effec­
tiveness o f the option  as a hedge or re p li­
cation in  accordance w ith  the  policies re ­
gard ing  effectiveness.
27. I f  the option  was no longer effective as a 
hedge o r rep lica tion , compared the action 
taken  by the  insurance company w ith  the 
action requ ired  by the accounting policies 
and procedures and found th a t the action 
taken  was consistent w ith  the  accounting 
policy.
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Legal R eview
28. Read docum entation in d ica tin g  th a t the 
le g a l d e p a rtm e n t rev iew ed  th e  o p tio n  
agreem ent to  assess contract compliance
w ith  the D U P and enfo rceability . _____________________________
29. Read docum entation in d ica tin g  th a t the 
lega l departm ent updated its  assessment 
o f lega l en fo rceab ility  o f the  OTC option
agreem ent a t least annua lly . _____________________________
V a lu a tio n
30. O bta ined the  insurance company’s policies 
and procedures fo r va lu ing  options and 
found th a t the insurance company deter­
m ined the  fa ir  va lue o f OTC options and 
the  m a rke t price o f exchange-traded op­
tions, in  accordance w ith  the  po licy de­
scribed in  the insurance company’s proce­
dures fo r the  va lu a tio n  o f options. _____________________________
31. Read docum entation supporting  the  fa ir  
va lue  fo r OTC options and the  m arke t 
p rice  o f excha ng e-trad ed  o p tio n s  and 
found th a t the fa ir  va lue or m a rke t value 
was e ith e r (a) ob ta ined  fro m  an ind e ­
pendent source, (b ) checked aga inst an in ­
dependent source, or (c) ca lcu lated in te r ­
n a lly  by an authorized in d iv id u a l. _____________________________
________ F in d in g s_______
N o
D e scrip tio n  o f E xceptions i f  A ny
Procedure N um ber D escrip tion  o f Exception
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P erform ed the  fo llo w in g  procedures on se­
lected swap contracts to  tes t in te rn a l contro l 
over swap transactions. Selected five  percent 
o f each type o f swap transaction  (th a t is, exe­
cutions [purchases] and closeouts [sales]), w ith  
the  selections d is trib u te d  th roughou t the  year.
I f  five  percent o f a g iven type o f transaction  
exceeded 40, the num ber o f item s selected fo r 
th a t type o f transaction  was lim ite d  to  40. I f  
five  percent o f a type o f transaction  resu lted  in  
few er th a n  fo u r item s, selected fo u r or few er 
item s th a t represented a ll the  transactions o f 
th a t type.
R epo rting
1. Read the  insurance company’s deriva tive  
use p la n  (D U P ) and any am endm ents 
thereto  and found th a t the  D U P  perm its  
the  insurance company to  en te r in to  swap 
agreements.
2. F or each swap agreem ent selected fo r te s t­
ing , read m anagem ent’s docum entation 
describ ing the  in tended  use o f the  swap 
agreem ent and perform ed the fo llow ing  
procedures, as applicable.
F or swaps used as a hedge—
3. D eterm ined th a t the  docum entation de­
scribes the fo llow ing :
a. The r is k  hedged
b. H ow  the  hedge was consistent w ith  the  
overa ll r is k  m anagem ent s tra tegy
c. How the  swap was expected to  be effec­
tive  in  o ffse tting  the  exposure
d . The approach in  assessing the  e ffective­
ness o f the hedge
S e c t io n  8 — S w a p  C o n tra c ts
Procedures N /A
AAG-PLI APP V
Statement o f P osition  01-3 477
Procedures Exception Exception N /A
4. D eterm ined th a t the fo llow ing  item s were 
documented:
a. The purpose(s) o f the  swap as a hedge _____________________________
b. The te rm s o f the swap, the name o f the 
coun terparty , and the  coun te rpa rty  ex­
posure am ount _____________________________
c. The assets o r l ia b ilit ie s  (o r p o rtio n
thereof) th a t the swap hedged _____________________________
d. Evidence th a t the swap continued to  be
an effective hedge _____________________________
e. Evidence th a t the swap was consistent 
w ith  the insurance company’s param e­
ters, as specified in  the D U P or app lica­
ble policies and procedures, fo r en te ring  
in to  swap agreements; fo r exam ple, the
no tiona l am ount o r und e rly in g  _____________________________
For swaps th a t were an exact offset o f an 
ou ts tand ing  swap—
5. Read docum entation th a t ind ica ted  th a t 
the swap offset a swap p reviously p u r­
chased or sold, and th a t the  swap was an 
exact offset to  the  m arke t r is k  o f the  swap
being offset. _____________________________
F or swaps used in  a rep lica tion  transaction—
6. D eterm ined th a t the  docum entation de­
scribed the  fo llow ing :
а. T he  in v e s tm e n t ty p e  a nd  ch a ra c ­
te ris tics  rep lica ted  _____________________________
b. H ow  th e  re p lic a tio n  was cons is ten t 
w ith  the  overa ll m anagem ent inves t­
m ent s tra tegy _____________________________
c. H ow  the swap was expected to be effec­
tive  in  re p lica tin g  the  investm en t char­
acte ris tic  o f the rep lica ted  investm en t _____________________________
d. The approach in  assessing the e ffective­
ness o f the  rep lica tion  transaction  _____________________________
________ F in d in g s_______
N o
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F in d in g s
Procedures
7. D eterm ined th a t the  fo llo w in g  item s were 
documented:
a. The ins tru m e n ts  used in  the rep lica tion  
and the investm en t type and charac­
te ris tics  rep lica ted
b. The te rm s o f the  swap, the name o f the 
coun terparty , and the  coun te rparty  ex­
posure am ount
F or a ll selected swaps in c lu d in g  those th a t are
a p a rt o f a rep lica tion  transaction—
8. O bta ined a l is t  o f in d iv id u a ls , approved by 
th e  boa rd  o f d irec to rs  o r a com m ittee  
th e reo f who had the a u th o rity  to authorize  
swap transactions. Com pared the  name o f 
the in d iv id u a l who authorized the  swap 
transaction  w ith  the names on the lis t  and 
found the name o f the  in d iv id u a l on the 
lis t.
No
Exception Exception N /A
9. Based on the  de ta ils  o f the  transaction  
id e n tifie d  in  procedure 2 and company pol­
icy, compared the  te rm s o f the transaction  
w ith  the  insurance company’s po licy re ­
gard ing  the  requ irem en t fo r the board o f 
d irectors o r a com m ittee th e reo f to  au th o r­
ize the specific transactions tested; fo r ex­
ample, a transaction  in  w h ich  the  no tiona l 
am ount exceeded a l im it  re q u irin g  add i­
tio n a l approval. I f  the board o f d irectors or 
a com m ittee th e reo f was requ ired  to  ap­
prove the  transaction , read m inutes o f the 
board o f d irectors o r a com m ittee th e reo f 
or o ther appropria te  support and found 
evidence o f approval o f the  transaction  
tested.
10. O bta ined a lis t  o f q u a l if ie d  and n o n q u a li­
f ie d  counterparties, approved by the board 
o f d irectors or a com m ittee thereof. Com­
pared the name o f the  coun te rparty  in ­
volved in  the  swap agreem ent w ith  names 
on the  lis t  and found the  name o f the  coun­
te rp a rty  on the  respective q ua lifie d  or non­
qua lifie d  lis t.
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11. D e te rm ined  th a t the  co un te rp a rty  was 
lis te d  as qua lifie d  or nonqua lified  in  the 
analysis used fo r m on ito ring  the  insurance 
company’s lim ita tio n s  on coun te rparty  ex­
posure consistent w ith  the  c lass ifica tion  in
the lis tin g  obta ined in  procedure 10. _________ ___________
12. O bta ined a lis t  o f in d iv id u a ls  authorized 
by the  board o f d irectors o r com m ittee 
th e reo f to  trade  swap contracts. Compared 
the name o f the in d iv id u a l who executed 
the swap w ith  the  names on the  lis t  and 
found the name o f the  in d iv id u a l on the
lis t. _________ ___________
________ F in d in g s
N o
13. O bta ined a lis t  o f in d iv id u a ls  au thorized  to 
approve settlem ents or d isbursem ents re ­
la ted  to  swaps. F or purchases and any 
in te r im  se ttlem ents or closeouts o f the 
swap subsequent to  purchase, compared 
the nam e o f the in d iv id u a l who approved 
any se ttlem ent o f funds re la tin g  to  the 
swap w ith  the  names on the lis t  and found 
the name o f the  in d iv id u a l on the  lis t.
14. Com pared the  name o f the  in d iv id u a l who 
approved any paym en t re la tin g  to  the 
swap w ith  the  name o f the in d iv id u a l who 
approved ente ring  in to  the contract and 
found th a t the names were d iffe ren t.
15. Com pared the name o f the  in d iv id u a l who 
received cash o r o the r consideration  in  
connection w ith  the  swap w ith  the  name o f 
the in d iv id u a l who entered in to  the con­
tra c t and found th a t the names o f the  in d i­
v idua ls  were d iffe ren t.
16. O bta ined the  deal tic k e t and con firm a tion  
fo r the  purchase, execution, o r closeout o f 
the  swap and found th a t the purchase, 
execution, or closeout o f the swap was con­
firm e d  by the  coun terparty .
17. Com pared the name o f the  in d iv id u a l who 
received the  deal tic k e t and con firm a tion  
w ith  the  names on a lis t o f ind iv id ua ls  
authorized to trade  swaps and found th a t 
the name was no t on the lis t.
N/A
AAG-PLI APP V
480 Property and L ia b ility  Insurance Companies
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No
Procedures Exception Exception N /A
18. Com pared the  te rm s o f the  swap contract, 
as sta ted on the  deal tic k e t and con firm a­
tion , w ith  the  te rm s o f the  swap contract 
recorded in  the  insurance company’s ac­
counting  records and found them  to  be in
agreement. _________ __________  _____
19. O bta ined docum entation fo r one rep o rting  
period  (fo r exam ple, m on th ly , o r qua r­
te rly ), th a t the  insurance company dete r­
m ined w he ther its  accounting records fo r 
swaps, tested in  procedure 18, agreed w ith  
or reconciled to  the  re la ted  contro l account,
(fo r exam ple, the subs id ia ry  ledger to  the
general ledger). _________ __________  _____
20. O btained the accounting record docum ent­
in g  m od ifica tio n s , i f  any, to  the  swap 
agreement. Compared the  name o f the  in ­
d iv id u a l who approved the  m od ifica tion  
w ith  a lis t  o f in d iv id u a ls  authorized to 
approve m od ifica tions and found the  name 
o f the  in d iv id u a l who approved the m o d ifi­
cation on the  lis t. _________ __________  _____
21. Com pared the  te rm s o f the  swap agree­
m ent recorded in  the  insurance company’s 
accounting records w ith  the te rm s shown 
in  the executed copy o f the swap agree­
m ent and found them  to  be in  agreement. _________ __________  _____
22. U sing  the lis t  o f authorized traders  ob­
ta in e d  in  p rocedure  12, com pared the  
name o f the  in d iv id u a l who had custody or 
access to the swap agreem ent w ith  the 
names o f in d iv id u a ls  authorized to  execute 
swap agreements and found th a t the  name
was no t on the  lis t. _________ __________  _____
23. C om pared  in fo rm a tio n  re g a rd in g  th e  
swap, such as type o f d e riva tive , no tiona l 
am ount, and fa ir  va lue, w ith  the com para­
ble in fo rm a tio n  included in  the rep o rt to 
the  board o f d irectors or appropria te  com­
m ittee  th e reo f and found them  to  be in
agreement. _________ __________  _____
AAG-PLI APP V
Statement o f P osition  01-3 481
No
Procedures Exception Exception N/A
24. I f  the  swap should have been inc luded  in  
the  m on ito ring  analysis separate ly tested 
in  procedure 10 w ith in  section 1, “A ll De­
r iv a tiv e  Types,” compared in fo rm a tio n  re ­
gard ing  the swap, such as type o f de riva ­
tive , no tiona l am ount, and fa ir  va lue, w ith  
the  comparable in fo rm a tio n  in  the  m on i­
to rin g  analysis and found them  to  be in
agreement. _____________________________
25. Read accounting docum entation in d ica t­
in g  th a t the  insurance company m on itored  
period ic cash se ttlem ents re la ted  to swap 
transactions, m eaning, the  insurance com­
pany had controls in  place to  determ ine 
th a t period ic cash settlem ents, i f  any, were
received. _____________________________
________ F in d in g s_______
Effectiveness o f Swaps Used As Hedges 
and in  R ep lica tio n  T ransactions
26. Read the  insurance company’s docum enta­
tio n  o f effectiveness and found th a t the 
insurance company evaluated the  effec­
tiveness o f the  swap as a hedge o r rep lica ­
tio n  in  accordance w ith  the  policies regard­
in g  effectiveness.
27. I f  the  swap was no longer effective as a 
hedge o r rep lica tion , compared the action 
taken  by the  insurance company w ith  the 
action requ ired  by the accounting policies 
and procedures and found th a t the action 
taken  was consistent w ith  the  accounting 
policy.
Legal R eview
28. Read docum entation in d ica tin g  th a t the 
le g a l d e p a rtm e n t re v ie w e d  th e  swap 
agreem ent to  assess contract compliance 
w ith  the  D U P  and enforceability .
29. Read docum entation in d ica tin g  th a t the 
lega l departm ent updated its  assessment 
o f the  en fo rceab ility  o f the  swap agreem ent 
a t least annua lly .
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No
Procedures Exception Exception N/A
V a lu a tio n
30. O bta ined the  insurance company’s policies 
and procedures fo r va lu in g  swaps and 
found th a t the insurance company deter­
m ined the  fa ir  va lue o f the  swap in  accord­
ance w ith  the  policy described in  the in s u r­
ance company’s procedures fo r va lu a tio n  o f
swaps. _________ __________  _____
31. Read docum entation supporting  the  fa ir  
va lue o f the  swap and found th a t the  fa ir  
va lue was e ith e r (a ) obta ined from  an in ­
dependent source, (b ) checked aga inst an 
independent source, or (c) ca lculated in te r ­
n a lly  by an authorized in d iv id u a l. _________ __________  _____
D e scrip tio n  o f E xceptions i f  A ny
Procedure N um ber D escrip tion  o f Exception
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S e c t io n  9 — S w a p t io n  C o n tra c ts
________ F in d in g s_______
No
Procedures Exception Exception N/A
P erform ed the  fo llo w in g  procedures on se­
lected sw aption contracts to  tes t in te rn a l con­
tro l over sw aption  transactions. Selected five  
percent o f each type o f sw aption transaction  
w ith  the  selections d is trib u te d  th roughou t the  
year. These are executions (purchases) and 
closeouts (sales). I f  five  percent o f a given type 
o f tran sac tio n  exceeded 40, the  num ber o f 
item s selected fo r th a t type o f transaction  was 
lim ite d  to  40. I f  five  percent o f a type o f tra n s ­
action resu lted  in  less th a n  fo u r item s, selected 
fo u r or few er item s th a t represented a ll the 
transactions o f th a t type.
R eporting
1. Read the  insurance company’s deriva tive  
use p la n  (D U P ) and any am endm ents 
there to  and found th a t the D U P  perm its  
the insurance company to  buy or se ll swap­
tions.
2. F or each sw aption contract selected fo r 
tes ting , read m anagem ent’s docum enta­
tio n  describ ing the in tended  use o f the 
sw aption and perform ed the fo llo w in g  pro­
cedures, as applicable.
F or sw aptions used as a hedge—
3. D eterm ined th a t the docum entation de­
scribes the  fo llow ing :
a. The r is k  hedged
b. H ow  the  hedge was consistent w ith  the 
overa ll r is k  m anagem ent s tra tegy
c. H ow  the  sw aption was expected to be 
effective in  o ffse tting  the exposure
d . The approach in  assessing the  e ffective­
ness o f the  hedge
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Procedures Exception Exception
4. D eterm ined th a t the fo llo w in g  item s were 
documented:
a. The purpose(s) o f the  sw aption as a
hedge _________ __________
b. The te rm s o f the sw aption, the name o f 
the  coun terparty , and the  coun te rparty
exposure am ount _________ __________
c. The assets o r l ia b ilit ie s  (o r p o rtio n
thereof) th a t the sw aption hedged _________ __________
d . Evidence th a t the  sw aption continued
to be an effective hedge _________ __________
e. Evidence th a t the  sw aption was consis­
te n t w ith  the  insurance company’s pa­
ram eters, as specified in  the D U P  or 
applicable policies and procedures, fo r 
en te ring  in to  sw aption agreements; fo r 
exam ple, the  no tiona l am ount or under­
ly in g  -------------  ---------------
For sw aptions th a t were an exact offset o f an 
ou ts tand ing  sw aption—
5. Read docum entation in d ica tin g  th a t the 
sw aption  offset an ou ts tand ing  sw aption 
and th a t the sw aption was an exact offset 
o f the m a rke t r is k  o f the  sw aption being
offset. _________ __________
F or sw aptions used in  a rep lica tion  transac­
tio n —
6. D eterm ined th a t the  docum entation de­
scribed the fo llow ing :
a. T he  in v e s tm e n t ty p e  and  ch a ra c ­
te ris tics  rep lica ted  _________ __________
b. H ow  th e  re p lic a tio n  was cons is ten t 
w ith  the  overa ll m anagem ent inves t­
m en t s tra tegy _________ __________
c. H ow  the sw aption  was expected to be 
effective in  re p lica tin g  the investm ent 
characte ris tic  o f the  rep lica ted  inves t­
m ent _________ __________
d. The approach in  assessing the effective­
ness o f the  rep lica tion  transaction  _________  __________
N /A
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P rocedures
F in d in g s
No
Exception E xception N /A
7. D eterm ined th a t the  fo llow ing  item s were 
documented:
a. The ins tru m e n ts  used in  the  rep lica tion  
and the  investm en t type and charac­
te ris tics  rep lica ted
b. The te rm s o f the  sw aption, the  name o f 
the coun terparty , and the  coun te rparty  
exposure am ount
F or a ll selected swaptions inc lu d ing  those th a t
are a p a rt o f a rep lica tion  transaction—
8. O btained a lis t  o f ind iv id ua ls , approved by 
th e  boa rd  o f d ire c to rs  or a com m ittee  
thereof, who had the  a u th o rity  to  au th o r­
ize swaptions. Com pared the name o f the 
in d iv id u a l who authorized  the sw aption 
transaction  w ith  the names on the lis t  and 
found the  name o f the  in d iv id u a l on the 
lis t.
9. Based on the de ta ils  o f the transaction  
id e n tifie d  in  procedure 2 and company po l­
icy, compared the  te rm s o f the  transaction  
w ith  the  insurance company’s po licy re ­
gard ing  the  requ irem en t fo r the  board o f 
d irectors o r a com m ittee th e reo f to  au th o r­
ize the  specific transactions tested; fo r ex­
am ple, a transaction  in  w h ich  the  no tiona l 
am ount exceeded a l im it  re q u irin g  add i­
tio n a l approval. I f  the  board o f d irectors o r 
a com m ittee th e reo f was requ ired  to  ap­
prove the  transaction , read m inutes o f the 
board o f d irectors or a com m ittee th e reo f 
or o ther appropria te  support and found 
evidence o f approval o f the transaction  
tested.
10. O bta ined a lis t  o f q ua lifie d  and nonqua li­
fied  counterparties, approved by the  board 
o f d irectors or a com m ittee thereof. Com­
pared the name o f the  coun te rparty  in ­
volved in  the sw aption transaction  w ith  
names on the lis t  and found the name o f 
the coun te rparty  on the  respective q u a li­
fied  or nonqua lified  lis t.
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No
Procedures Exception Exception N /A
11. D e te rm ined  th a t th e  co un te rp a rty  was 
lis ted  as q ua lified  or nonqua lified  in  the 
analysis used fo r m on ito ring  the insurance 
company’s lim ita tio n s  on coun te rparty  ex­
posure consistent w ith  the c lass ifica tion  in
the lis tin g  obta ined in  procedure 10. _________ __________  _____
12. O btained a lis t  o f in d iv id u a ls  au thorized  
by the  board o f d irectors or com m ittee 
th e reo f to  trade  sw aption  contracts. Com­
pared the  name o f the  in d iv id u a l who exe­
cuted the  sw aption  w ith  the  names on the  
lis t  and found the  nam e o f the  in d iv id u a l
on the  lis t. _________ __________  _____
13. O btained a lis t  o f in d iv id u a ls  authorized to  
approve settlem ents or d isbursem ents re ­
la ted  to  sw aption agreements. Compared 
the  name o f the  in d iv id u a l who approved 
settlem ents and d isbursem ents re la tin g  to 
the  sw aption  w ith  the  names on the  lis t
and found the  name on the  lis t. _________ __________  _____
14. Com pared the  name o f the  in d iv id u a l who 
approved any paym en t re la tin g  to  the  
sw aption w ith  the  name o f the in d iv id u a l 
who approved en te ring  in to  the  contract
and found th a t the names were d iffe ren t. _________ __________  _____
15. Compared the  name o f the in d iv id u a l who 
received cash or o the r consideration in  
connection w ith  the  sw aption  w ith  the 
name o f the  in d iv id u a l who entered in to  
the contract and found th a t the names o f
the in d iv id u a ls  were d iffe ren t. _________ __________  _____
16. O bta ined the  deal tic k e t and con firm a tion  
fo r the  purchase, sale, m od ifica tion , or 
closeout o f the sw aption and found th a t the 
purchase, sale, m od ifica tion , or closeout
was confirm ed by the  coun terparty . _________ __________  _____
17. Compared the name o f the  in d iv id u a l who 
received the  deal tic k e t and con firm a tion  
w ith  the  names on a lis t  o f ind iv id ua ls  
authorized to  trade sw aptions and found
th a t the name was not on the  lis t. _________ __________  _____
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18. Compared the  te rm s o f the  sw aption con­
tra c t, as stated on the deal tic k e t and con­
firm a tio n , w ith  the  te rm s o f the  sw aption 
contract recorded in  the  insurance com­
pany’s accounting records and found them
to be in  agreement. _____________________________
19. O bta ined docum entation fo r one rep o rting  
period (fo r example, m on th ly  or q ua rte rly ), 
th a t the  insurance company determ ined 
w he ther its  accounting records fo r swap­
tions, tested in  procedure 18, agreed w ith  
o r reconciled to  the re la ted  contro l account,
(fo r exam ple, the subs id ia ry  ledger to  the
general ledger). _____________________________
20. O bta ined the accounting record docum ent­
ing  m od ifica tions, i f  any, to the  sw aption 
agreem ent. Compared the  name o f the  in ­
d iv id u a l who approved the m od ifica tion  
w ith  a l is t  o f in d iv id u a ls  au thorized  to 
approve m od ifica tions and found the  name 
o f the  in d iv id u a l who approved the  m o d ifi­
cation on the  lis t. ____________________________
________ F in d in g s_______
N o
21. C om pared  th e  te rm s  o f th e  sw a p tio n  
agreem ent recorded in  the  insurance com­
pany’s accounting records w ith  the  term s 
shown in  the executed copy o f the  sw aption 
agreem ent and found them  to  be in  agree­
m ent.
22. U s ing  the lis t  o f authorized traders  ob­
ta in e d  in  p rocedure  12, com pared the  
nam e o f the  in d iv id u a l who had custody or 
access to  the sw aption agreem ent w ith  the 
names o f in d iv id u a ls  authorized  to execute 
sw aption agreements and found th a t the 
nam e was not on the  lis t.
23. C om pared  in fo rm a tio n  re g a rd in g  th e  
sw aption, such as type o f de riva tive , no­
tio n a l am ount, and fa ir  va lue, w ith  the 
comparable in fo rm a tio n  included in  the 
re p o rt to  the board o f d irectors or app rop ri­
ate com m ittee th e re o f and found them  to 
be in  agreement.
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Procedures Exception E xception N/A
24. I f  the  sw aption  should have been included 
in  th e  m o n ito r in g  a na lys is  se pa ra te ly  
tested in  procedure 10 w ith in  section 1,
“A ll D e riva tive  Types,” compared in fo rm a ­
tio n  regard ing  the  sw aption, such as type 
o f de riva tive , no tiona l am ount, and fa ir  
va lue, w ith  the  comparable in fo rm a tio n  in  
the  m on ito ring  analysis and found them  to
be in  agreement. _________ __________  _____
Effectiveness o f Sw aptions Used As
Hedges and in  R e p lica tio n  T ransactions
25. Read the  insurance company’s docum enta­
tio n  o f effectiveness and found th a t the 
insurance company evaluated the effec­
tiveness o f the  sw aption as a hedge or 
rep lica tion  in  accordance w ith  the policies
regard ing  effectiveness. _________ __________  _____
26. I f  the  sw aption  was no longer effective as 
a hedge or rep lica tion , compared the action 
taken  by the  insurance company w ith  the 
action requ ired  by the  accounting policies 
and procedures and found th a t the  action 
taken  was consistent w ith  the accounting
policy. _________ __________  _____
Legal R eview
27. Read docum entation in d ica tin g  th a t the 
lega l departm en t review ed the sw aption 
agreem ent to  assess contract compliance
w ith  the D U P and enfo rceab ility . _________ __________  _____
28. Read docum entation in d ica tin g  th a t the  
lega l departm ent updated its  assessment 
o f the  en fo rceab ility  o f the  sw aption agree­
m ent a t least annua lly . _________ __________  _____
V a lu a tio n
29. O bta ined the  insurance company’s policies 
and procedures fo r va lu in g  sw aptions and 
found th a t the insurance company deter­
m ined the  fa ir  va lue o f the  sw aption in  
accordance w ith  the  po licy described in  the 
insurance company’s procedures fo r va lu ­
a tion  o f swaptions. _________ __________  _____
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Procedures Exception Exception N /A
30. Read docum entation supporting  the fa ir  
va lue o f the  sw aption and found th a t the 
fa ir  va lue was e ith e r (a) obta ined from  an 
independent source, (b ) checked against 
an independent source, or (c) ca lculated
in te rn a lly  by an authorized in d iv id u a l. _____________________________
________ F in d in g s_______
D e scrip tio n  o f E xceptions i f  A ny
Procedure N um ber D escrip tion  o f Exception
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S e c t io n  1 0 — W a r r a n t  C o n tra c ts
________ F ind ings_______
No
Procedures Exception E xception N /A
P erform ed the  fo llo w in g  procedures on se­
lected w a rra n t contracts to  tes t in te rn a l con­
tro l over w a rra n t transactions. Selected five  
percent o f each type o f w a rra n t transaction  
( th a t is, purchases, sales, exp ira tions, and ex­
e rc ises ), w ith  th e  se le c tio n s  d is t r ib u te d  
th roughou t the  year. I f  five  percent o f a given 
type o f transaction  exceeded 40, the num ber o f 
item s selected fo r th a t type o f transaction  was 
lim ite d  to  40. I f  five  percent o f a type o f tra n s ­
action resu lted  in  less th a n  fo u r item s, selected 
fo u r or few er item s th a t represented a ll o f the 
transactions o f th a t type.
R epo rting
1. Read the  insurance company’s de riva tive  
use p la n  (D U P ) and any am endm ents 
thereto  and found th a t the  D U P perm its  
the  insurance company to  trade  o r en te r 
in to  w a rra n t contracts.
2. F or each w a rra n t selected fo r testing , read 
m anagem ent’s docum entation describ ing 
the  in tended  use o f the w a rra n t and per­
form ed the  fo llow ing  procedures, as a p p li­
cable.
F or w a rra n ts  used as a hedge—
3. D eterm ined th a t the  docum entation de­
scribed the  fo llow ing :
a. The r is k  hedged
b. H ow  the  hedge was consistent w ith  the  
overa ll r is k  m anagem ent stra tegy
c. H ow  the  w a rra n t was expected to  be 
effective in  o ffse tting  the  exposure
d . The approach in  assessing the e ffective­
ness o f the  hedge
AAG-PLI APP V
Statement o f P osition  01-3 491
Procedures Exception Exception N /A
4. D eterm ined th a t the  fo llow ing  item s were 
documented:
a. The purpose(s) o f the  w a rra n t as a
hedge _____________________________
b. F o r e xchange-traded  w a rra n ts , the  
te rm  o f the w a rra n t, the  name o f the 
exchange, and the  name o f the firm (s)
h an d ling  the trade  _____________________________
c. F or over-the-counter (OTC) w arran ts , 
the te rm s o f the w a rra n t, the  name o f 
the  coun terparty , and the coun te rparty
exposure am ount _____________________________
d. The assets o r lia b il it ie s  (o r p o rtio n
thereof) th a t the  w a rra n t hedged ____________________________
e. Evidence th a t the  w a rra n t continued to
be an effective hedge ____________________________
f. Evidence th a t the  w a rra n t was consis­
te n t w ith  the  insurance company’s pa­
ram eters, as specified in  the  D U P or 
applicable company policies and proce­
dures fo r en te ring  in to  hedge transac­
tions; fo r exam ple, the  no tiona l am ount
or u nd e rly in g  ____________________________
I f  the  w a rra n t transaction  was an exact offset 
o f an ou ts tand ing  w a rra n t—
5. Read docum entation in d ica tin g  th a t the 
w a rra n t transaction  offset an ou ts tand ing  
w a rra n t p reviously purchased o r sold by 
the  insurance company and th a t the  w a r­
ra n t was an exact offset o f the  m a rke t r is k
o f the w a rra n t being offset ____________________________
F or w a rran ts  used in  a rep lica tion  transac­
tio n —
6. D eterm ined th a t the  docum entation de­
scribed the  fo llow ing :
a. T he  in v e s tm e n t ty p e  a nd  ch a ra c ­
te ris tics  rep lica ted  ____________________________
b. H ow  th e  re p lic a tio n  was cons is ten t 
w ith  the overa ll m anagem ent inves t­
m ent s tra tegy ____________________________
________ F in d in g s_______
N o
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Procedures Exception Exception N/A
c. H ow  the  w a rra n t was expected to  be 
effective in  re p lica tin g  the investm en t 
characteris tics o f the rep lica ted  inve s t­
m ent _________ __________  _____
d . The approach in  assessing the e ffective­
ness o f the rep lica tion  transaction  _________ __________  _____
7. D eterm ined th a t the fo llo w in g  item s were 
documented:
a. The ins tru m e n ts  used in  the rep lica tion  
and the investm en t type and charac­
te ris tics  rep lica ted  _________ __________  _____
b. The specific w a rra n t used in  the re p li­
ca tion  _________ __________  _____
c. F o r e xchange-traded  w a rra n ts , th e  
name o f the  exchange and the firm (s )
han d ling  the  trade  _________ __________  _____
d . F o r OTC w a rran ts , the  te rm s o f the 
w a rra n t, the  name o f the  coun terparty ,
and the  coun te rparty  exposure am ount _________ __________  _____
F or a ll selected w a rra n ts  in c lu d in g  those th a t 
are p a rt o f a rep lica tion  transaction—
8. O bta ined a l is t  o f in d iv id u a ls , approved by 
th e  board  o f d irec to rs  o r a com m ittee  
th e reo f who had the a u th o rity  to authorize  
w a rra n t transactions. Compared the  name 
o f the  in d iv id u a l who authorized the  w a r­
ra n t transaction  w ith  the names on the  lis t  
and found the  name o f the  in d iv id u a l on
the lis t. _________ __________  _____
9. Based on the  de ta ils  o f the  transaction  
id e n tifie d  in  procedure 2 and company po l­
icy, compared the te rm s o f the  transaction  
w ith  the  insurance company’s po licy re ­
gard ing  the  requ irem en t fo r the  board o f 
d irectors o r a com m ittee th e reo f to  a u th o r­
ize the  specific transaction  tested; fo r ex­
am ple, a transaction  in  w h ich  the no tiona l 
am ount exceeded a l im it  re q u ir in g  add i­
tio n a l approval. I f  the  board o f d irectors or 
a com m ittee th e reo f was requ ired  to  ap­
prove the  transaction , read m inutes o f the 
board o f d irectors o r a com m ittee th e reo f 
or o ther appropria te  support, and found 
evidence o f approval o f the transaction
tested _________ ______ ______ ___
AAG-PLI APP V
Statement o f Position  01-3 493
Procedures Exception Exception N/A
10. O bta ined a lis t  o f q u a l if ie d  and n o n q u a li­
f ie d  counterparties, approved by the  board 
o f d irectors or a com m ittee thereof. Com­
pared the  name o f the  coun te rparty  in ­
volved in  the  w a rra n t transaction  w ith  
names on the lis t, and found the  name o f 
the coun te rparty  on the respective q u a li­
fied  or nonqua lified  lis t. _____________________________
11. F or OTC w a rran ts , determ ined th a t the 
coun te rp a rty  was lis te d  as q ua lifie d  or 
nonqua lified  in  the  analysis used fo r m on i­
to r in g  the  insurance  com pany’s lim ita ­
tions on coun te rparty  exposure, consistent 
w ith  the  c lass ifica tion  in  the lis tin g  ob­
ta ined  in  procedure 10. _____________________________
12. O bta ined a lis t  o f in d iv id u a ls  authorized 
by the board o f d irectors o r com m ittee 
th e reo f to  trade w a rra n t contracts. Com­
pared the name o f the in d iv id u a l who exe­
cuted the purchase, sale, o r exercise o f the 
w a rra n t w ith  the names on the lis t  and 
found the  name o f the in d iv id u a l on the
lis t. _____________________________
________ F in d in g s_______
N o
13. O bta ined a lis t  o f in d iv id u a ls  au thorized  to 
approve paym ents re la ted  to  w a rra n t con­
trac ts . Com pared the  name o f the  in d iv id ­
u a l who approved any paym ent re la tin g  to 
the  w a rra n t w ith  the names on the  lis t, 
and found the  name o f the in d iv id u a l on 
the  lis t.
14. Com pared the  name o f the in d iv id u a l who 
approved any paym ent re la tin g  to  the  w a r­
ra n t w ith  the name o f the  in d iv id u a l who 
approved ente ring  in to  the  contract and 
found th a t the names were d iffe ren t.
15. Com pared the  name o f the in d iv id u a l who 
received cash or o the r consideration  in  
connection  w ith  the  w a rra n t w ith  the  
name o f the  in d iv id u a l who entered in to  
the  contract and found th a t the  names o f 
the  in d iv id u a ls  were d iffe ren t.
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Procedures Exception Exception
16. O bta ined the  deal tic k e t and con firm a tion  
fo r the purchase, sale, o r exercise o f an 
exchange-traded w a rra n t and found th a t 
the  purchase, sale, o r exercise was con­
firm e d  by the  f irm  h an d ling  the transac­
tion . _________ __________
17. Compared the name o f the  in d iv id u a l who 
received the  deal tic k e t and con firm a tion  
w ith  the  names on a lis t  o f ind iv id ua ls  
authorized to  trade  w a rran ts  and found 
th a t the  name was not on the lis t.
18. Compared the te rm s o f the w a rra n t con­
tra c t, as sta ted on the  deal tic k e t and con­
firm a tio n , w ith  the te rm s o f the w a rra n t 
contract recorded in  the  insurance com­
pany’s accounting records and found them  
to  be in  agreement.
19. O btained docum entation fo r one rep o rting  
period , (fo r exam ple, m o n th ly  o r q ua r­
te rly ), th a t the  insurance company deter­
m ined w he ther its  accounting records fo r 
w a rran ts , tested in  procedure 18, agreed 
w ith  o r reconciled to  the re la ted  contro l 
account, ( fo r  exam ple , th e  s u b s id ia ry  
ledger to  the  general ledger).
20. O btained the accounting record docum ent­
in g  m od ifica tions, i f  any, to  the w a rra n t 
transaction . Compared the  name o f the 
in d iv id u a l who approved the  m od ifica tion  
w ith  a l is t  o f in d iv id u a ls  authorized  to 
approve m od ifica tions and found the name 
o f the  in d iv id u a l who approved the m o d ifi­
cation on the  lis t.
21. F o r one re p o rtin g  period, (fo r example, 
m on th ly  o r q u a rte rly ), obta ined the in s u r­
ance company’s docum entation o f the  ex­
istence o f the w a rra n t contract and found 
th a t the  insurance company e ith e r (a) ob­
ta ined  sta tem ents from  the custodian con­
firm in g  the existence o f the  w a rra n t con­
tra c ts  o r (b ) phys ica lly  inve n to ried  the  
w a rra n t contracts.
N/A
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22. U s ing  the lis t  o f authorized trade rs  ob­
ta in e d  in  p rocedure  12, com pared the  
name o f the  in d iv id u a l who had custody o f 
o r access to  the  w a rra n t contracts w ith  the 
names o f in d iv id u a ls  authorized to execute 
purchases, sales, o r exercises o f w a rran ts  
and found th a t the  name was no t on the
lis t. _____________________________
23. Compared in fo rm a tion  regard ing  the  w a r­
ra n t, such as type o f de riva tive , no tiona l 
am ount, and fa ir  va lue, w ith  the com para­
ble in fo rm a tio n  included in  the  re p o rt to 
the  board o f d irectors or appropria te  com­
m ittee  th e reo f and found them  to  be in
agreement. _____________________________
24. I f  the  w a rra n t pos ition  should have been 
included in  the m on ito ring  analysis sepa­
ra te ly  tested  in  procedure 10 o f section
1,“A11 D e riva tive  Types,”  compared in fo r­
m a tio n  rega rd ing  the w a rra n t, such as 
type o f de riva tive , no tiona l am ount, and 
fa ir  va lue, w ith  the  comparable in fo rm a ­
tio n  in  the m on ito ring  analysis and found
them  to  be in  agreem ent. ____________________________
________ F in d in g s_______
N o
Effectiveness o f W arrants Used As
Hedges and in  R e p lica tio n  T ransactions
25. Read the  insurance company’s docum enta­
tio n  o f effectiveness and found th a t the 
insurance company evaluated the  effec­
tiveness o f the  w a rra n t as a hedge or rep ­
lica tio n  in  accordance w ith  the policies re ­
gard ing  effectiveness.
26. I f  the w a rra n t was no longer effective as a 
hedge or rep lica tion , compared the action 
taken  by the insurance company w ith  the 
action  requ ired  by the accounting policies 
and procedures and found th a t the action 
taken  was consistent w ith  the  accounting 
policy.
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Procedures Exception Exception N/A
Legal R eview
27. Read docum entation in d ica tin g  th a t the 
lega l departm ent review ed a nonexchange 
traded  w a rra n t agreem ent to  assess con­
tra c t com pliance w ith  the  D U P and enfor­
ceab ility . _________ __________  _____
28. Read docum entation in d ica tin g  th a t the 
lega l departm ent updated its  assessment 
o f  e n fo rc e a b ility  o f  th e  nonexchange  
traded  w a rra n t agreem ent a t least annu­
a lly . _________  __________  _____
V a lu a tio n
29. O bta ined the  insurance company’s policies 
and procedures fo r va lu in g  w a rran ts  and 
found th a t the  insurance company dete r­
m ined the fa ir  va lue o f the  w a rra n t in  
accordance w ith  the po licy described in  the  
insurance company’s procedures fo r the
va lu a tio n  o f w a rran ts  _________  __________  _____
30. Read docum entation supporting  the  fa ir  
va lue o f w a rran ts  and found th a t the  fa ir  
va lue was e ith e r (a) obta ined from  an in ­
dependent source, (6) checked aga inst an 
independent source, or (c) ca lcu lated in te r ­
n a lly  by an authorized in d iv id u a l. _________ __________  _____
D e scrip tio n  o f E xceptions i f  Any
Procedure N um ber D escrip tion  o f  Exception
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APPENDIX C
I l lu s t r a t iv e  M a n a g e m e n t  R e p re s e n ta t io n  L e tte r
[R e sp o n s ib le  P a r ty ’s L e tte rh e a d ]
[D a te ]
[C P A  F i r m ’s N a m e  a n d  A d d re s s ]
In  connection w ith  you r engagement to  app ly the  agreed-upon procedures 
enum erated in  the A m erican  In s titu te  o f C e rtified  P ub lic  A ccountants’ S tate­
m ent o f P osition  01-03, P e r fo rm in g  A g re e d -U p o n  P ro c e d u re s  E n g a g e m e n ts  th a t  
A d d re s s  In te r n a l C o n tro l O v e r D e r iv a t iv e  T ra n s a c t io n s  as  R e q u ire d  by  th e  N e w  
Y o rk  S ta te  In s u ra n c e  L a w ,  w h ich  were agreed to by m anagem ent o f ABC 
Insurance Company, solely to  assist us in  com plying w ith  the requ irem ents o f 
Section 1410(b)(5) o f the  N ew  Y o rk  S tate  Insurance Law , as amended (the Law ), 
w h ich  addresses the  assessment o f in te rn a l contro l over deriva tive  transactions 
as defined in  Section 1401(a) o f the  Law  and Section 178.6 o f R egula tion  No. 
163 d u rin g  the  year ended December 31, 20XX, we confirm , to  the  best o f our 
know ledge and belief, the  fo llo w in g  representa tions made to  you d u rin g  you r 
engagement:
1. We are responsible fo r estab lish ing  and m a in ta in in g  effective in te r ­
na l contro l over de riva tive  transactions in  accordance w ith  the  Law .
2. D u rin g  the  year ended December 31, 20XX, the  in te rn a l contro l over 
de riva tive  transactions was func tio n in g  in  accordance w ith  the  p o li­
cies and procedures set fo rth  in  the Com pany’s de riva tive  use p lan  
(DU P) and re la ted  accounting policies and procedures. There have 
been no errors o r frau d  th a t w ould  ind ica te  a weakness in  the 
in te rn a l contro l over de riva tive  transactions.
3. We have disclosed to  you a ll s ign ifican t deficiencies in  the  design or 
operation o f the  in te rn a l contro l over deriva tive  transactions th a t 
w ould adversely a ffect the  Com pany’s a b ility  to  fu nc tio n  in  accord­
ance w ith  the Com pany’s DUP.
4. There have been no com m unications from  regu la to ry  agencies, in te r ­
n a l aud itors, or o ther p ra c tition e rs  or consultants re la tin g  to  the 
in te rn a l contro l over de riva tive  transactions, in c lu d in g  com m unica­
tions received between December 3 1 , 20XX and the  date o f th is  le tte r.
5. We have made ava ilab le  to  you a ll in fo rm a tio n  th a t we believe is 
re levan t to  the  in te rn a l contro l over deriva tive  transactions.
6. We have responded fu lly  to  a ll in q u irie s  made to  us by you d u rin g  
the  engagement.
To the  best o f ou r know ledge and belie f, no events have occurred subsequent 
to  December 31, 20XX and th rough  the  date o f th is  le tte r  th a t w ould requ ire  
ad justm ent to  or m od ifica tion  o f the  find ings  o f the agreed-upon procedures.
[S ig n a tu re ]
[T i t le ]
[S ig n a tu re ]
[T it le ]
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Amendments to Specific 
AICPA Pronouncements for 
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Codification
December 1 4 , 2001
Issued by the
Accounting Standards Executive Committee
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N O TIC E  T O  READERS
Statem ents o f P osition  on accounting issues present the  conclu­
sions o f a t least tw o -th ird s  o f the Accounting  Standards Executive 
C om m ittee , w h ich  is the  senior techn ica l body o f the  In s titu te  
authorized  to  speak fo r the  In s titu te  in  the  area o f fin a n c ia l account­
ing  and reporting . S tatem ent on A u d itin g  S tandards No. 69, T he  
M e a n in g  o f  Present F a ir ly  in  C on fo rm ity  W ith  G enera lly Accepted 
Accounting  P rinc ip les, ide n tifie s  A IC P A  S tatem ents o f P osition  th a t 
have been cleared by the  F ina nc ia l A ccounting S tandards Board as 
sources o f established accounting p rinc ip les in  category b o f the 
h ie ra rchy  o f genera lly  accepted accounting p rinc ip les th a t i t  estab­
lishes. A IC P A  members should consider the accounting p rinc ip les 
in  th is  S ta tem ent o f P osition  i f  a d iffe re n t accounting tre a tm e n t o f 
a transaction  o r event is  no t specified by a pronouncem ent covered 
by Rule 203 o f the  A IC P A  Code o f Professional Conduct. In  such 
circum stances, the accounting tre a tm e n t specified by the  S tatem ent 
o f P osition  should be used, or the  m em ber should be prepared to 
ju s t ify  a conclusion th a t another tre a tm e n t b e tte r presents the  
substance o f the  transaction  in  the circum stances.
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SUMMARY
T h is  A IC P A  S tatem ent o f P osition  (SOP) amends A IC P A  SOP 94-5, D isc lo su re s  
o f  C e r ta in  M a tte rs  in  the  F in a n c ia l S ta te m e n ts  o f  In s u ra n c e  E n te rp r is e s , as a re su lt 
o f the  com pletion o f the  N a tio n a l Association o f Insurance Com m issioners 
(N A IC ) C od ifica tion  o f s ta tu to ry  accounting practices fo r ce rta in  insurance 
enterprises.
The am endm ents to  SOP 94-5 included in  th is  SOP requ ire  insurance ente r­
prises to  disclose, a t the  date each balance sheet is presented, beg inn ing  w ith  
fin a n c ia l sta tem ents fo r fisca l years end ing on or a fte r December 15, 2001, a 
descrip tion  o f the  prescribed or p e rm itted  s ta tu to ry  accounting practice and 
the  re la ted  m oneta ry effect on s ta tu to ry  su rp lus o f us ing  an accounting practice 
th a t d iffe rs  from  e ith e r sta te  prescribed s ta tu to ry  accounting practices or N A IC  
s ta tu to ry  accounting practices. R etroactive app lica tion  is no t perm itted .
Those d isclosures should be m ade i f  (a) sta te  prescribed s ta tu to ry  accounting 
practices d iffe r from  N A IC  s ta tu to ry  accounting practices or (b ) p e rm itted  
sta te  s ta tu to ry  accounting practices d iffe r  from  e ith e r sta te  prescribed s ta tu ­
to ry  accounting p ractices o r N A IC  s ta tu to ry  accounting practices, and the  use 
o f prescribed or p e rm itte d  s ta tu to ry  accounting practices ( in d iv id u a lly  o r in  
th e  aggregate) resu lts  in  reported  s ta tu to ry  su rp lus or risk-based ca p ita l th a t 
is s ig n ific a n tly  d iffe re n t from  the  s ta tu to ry  su rp lus o r risk-based ca p ita l th a t 
w ou ld  have been reported  had N A IC  s ta tu to ry  accounting practices been 
fo llow ed.
Those disclosures should be applied by a U .S. insurance enterprise , a U.S. 
en terprise  w ith  a U.S. insurance subsid ia ry, or a fo re ign  en terprise  w ith  a U.S. 
insurance subsid ia ry, i f  the ente rp rise  prepares U .S. genera lly  accepted ac­
counting  p rinc ip les (GAAP) fin an c ia l statem ents. I f  a fo re ign  insurance ente r­
prise th a t does no t have a U.S. insurance subs id ia ry  prepares U.S. G AAP 
fin a n c ia l sta tem ents or is included in  its  p a ren t’s consolidated U.S. GAAP 
fin a n c ia l sta tem ents, the  notes to  the fin a n c ia l sta tem ents should disclose 
p e rm itted  regu la to ry  accounting practices th a t s ig n ifica n tly  d iffe r from  the 
prescribed reg u la to ry  accounting practices o f its  respective regu la to ry  a u th o r­
i t y  and th e ir  m onetary effects.*
T h is  SOP also includes the  fo llo w in g  a u d itin g  guidance th a t has been updated 
as a re s u lt o f the  com ple tion  o f the N A IC  C od ifica tion : A IC P A  SOP 95-5, 
A u d i t o r ’s R e p o r t in g  o n  S ta tu to r y  F in a n c ia l S ta te m e n ts  o f  In s u ra n c e  E n te r ­
p r is e s ; SOP 94-1, In q u ir ie s  o f  S ta te  In s u ra n c e  R e g u la to rs ; and A IC P A  A u d itin g  
In te rp re ta tio n  No. 12, “E va lu a tio n  o f the  A ppropria teness o f In fo rm a tive  
D isclosures in  Insurance E n te rp rises ’ F in a n c ia l S tatem ents Prepared on a 
S ta tu to ry  Basis,” o f S ta tem ent on A u d itin g  S tandards (SAS) No. 62, S p e c ia l 
R e p o rts  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 9623.60—.81). The 
inc luded  a u d itin g  guidance has been approved by the  A u d itin g  S tandards 
Board.
* I t  shou ld  be no ted th a t th e  language o f th is  S ta te m e n t o f P o s ition  (SOP) assumes fo r s im p lic ity  
th a t th e  re p o rtin g  e n tity  is  a U .S . insu rance  en te rp rise , a U .S . e n te rp rise  w ith  a U .S . insu rance  
subsid ia ry, o r a fo re ig n  en te rp rise  w ith  a U .S. insu rance  subsid ia ry, th a t prepares U .S . ge ne ra lly  
accepted accounting  p rin c ip le s  (G A A P ) fin a n c ia l s ta tem en ts . C la rific a tio n  o f th e  d isc losure  re q u ire ­
m ents  fo r a fo re ign  insu rance  en te rp rise  th a t does n o t have a U .S. insu rance  su b s id ia ry  and prepares 
U .S . G A A P  fin a n c ia l s ta tem en ts  o r is  inc lud ed  in  its  p a re n t’s conso lida ted  U .S . G A A P  fin a n c ia l 
s ta tem en ts , is  no ted  in  foo tno te  1 o f p a rag raph  8 o f th e  am ended SOP 94-5, A u d ito r ’s R e po rting  on 
S ta tu to ry  F in a n c ia l S tatem ents o f  Insu rance  E n terprises.
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This SOP is effective fo r annual financia l statements fo r fiscal years ending on or 
a fte r December 15, 2001, and complete sets o f in te rim  financia l statements fo r 
periods beginning on or a fte r th a t date and audits o f those financia l statements. I f  
comparative financia l statements are presented fo r fiscal years ending before 
December 15, 2001, the disclosure provisions o f SOP 94-5 effective p rio r to  th is  
SOP app ly to  p e rm itted  s ta tu to ry  accounting practices by the  regu la to ry  
a u th o rity .
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FOREWORD
The accounting guidance contained in  th is  docum ent has been cleared by the 
F ina nc ia l A ccounting  S tandards Board (FASB). The procedure fo r c lea ring  
accounting guidance in  documents issued by the  Accounting  S tandards Execu­
tive  C om m ittee (AcSEC) involves the  FASB rev iew ing  and discussing in  pub lic  
board m eetings (1) a prospectus fo r a pro ject to  develop a document, (2) a 
proposed exposure d ra ft th a t has been approved by a t least ten  o f AcSEC’s 
fifte e n  members, and (3) a proposed fin a l docum ent th a t has been approved by 
a t least ten  o f AcSEC’s fifte e n  members. The document is cleared i f  a t least five  
o f the seven FASB m em bers do no t object to  AcSEC u nd e rta k in g  the pro ject, 
issu ing  the proposed exposure d ra ft, o r a fte r considering the  in p u t received by 
AcSEC as a re su lt o f the  issuance o f the  exposure d ra ft, issu ing  a fin a l 
document.
The c r ite r ia  app lied  by the  FASB in  its  rev iew  o f proposed projects and proposed 
documents inc lude  the  fo llow ing :
1. The proposal does no t con flic t w ith  cu rren t or proposed accounting 
requ irem ents, unless i t  is  a lim ite d  circum stance, u sua lly  in  special­
ized in d u s try  accounting, and the proposal adequately ju s tif ie s  the  
departure .
2. The proposal w ill re s u lt in  an im provem ent in  practice.
3. The A IC P A  dem onstrates the  need fo r the  proposal.
4. The benefits o f the  proposal are expected to  exceed the costs o f 
app ly ing  it .
In  m any s itua tions, p r io r to clearance, the  FASB w ill  propose suggestions, 
m any o f w h ich  are included in  the documents.
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Amendments to Specific AICPA 
Pronouncements for Changes Related 
to the NAIC Codification
B ackground  a n d  Basis fo r  C onclusions
1. In  1999, th e  N a tio n a l A sso c ia tio n  o f Insu ran ce  C om m issioners 
(N A IC ) com pleted a process to  cod ify  s ta tu to ry  accounting  p ractices fo r 
c e rta in  insu rance  en te rp rise s , re s u lt in g  in  a rev ised  A c c o u n t in g  P ra c t ic e s  
a n d  P ro c e d u re s  M a n u a l (the  rev ised  M a n u a l), e ffec tive  J a n u a ry  1, 2001. 
The insu rance  law s and re g u la tio n s  o f m ost sta tes re q u ire  insu rance  e n te r­
prises dom ic iled  in  those sta tes to  com ply w ith  th e  guidance p rov ided  in  the  
N A IC  A c c o u n t in g  P ra c t ic e s  a n d  P ro c e d u re s  M a n u a l except as prescribed  o r 
p e rm itte d  by s ta te  law .
2. P rescribed  s ta tu to ry  accoun ting  p ractices are p ractices inco rpo ­
ra te d  d ire c tly  o r by reference in  s ta te  law s, reg u la tio n s , and genera l a d m in ­
is tra t iv e  ru le s  a p p lica b le  to  a ll in su ra n ce  e n te rp rise s  d om ic ile d  in  a 
p a r tic u la r  s ta te . S tates m ay adopt th e  rev ised  M a n u a l in  w ho le, o r in  p a rt, 
as an e lem ent o f p rescribed  s ta tu to ry  accounting  p ractices in  those states. 
I f ,  how ever, th e  req u irem en ts  o f s ta te  law s, reg u la tio n s , and a d m in is tra tiv e  
ru les  d if fe r  from  th e  guidance p rov ided  in  the  rev ised  M a n u a l o r sub­
sequent rev is ions , those s ta te  law s, reg u la tio n s , and a d m in is tra tiv e  ru les  
w i l l  ta ke  precedence.
3. P e rm itte d  s ta tu to ry  accounting  p ractices inc lu de  p ractices n o t p re ­
scribed by th e  d o m ic ilia ry  s ta te , b u t a llow ed by the  d o m ic ilia ry  s ta te  reg u ­
la to ry  a u th o r ity . A n  insu rance  e n te rp rise  m ay request p e rm iss ion  from  the  
d o m ic ilia ry  s ta te  re g u la to ry  a u th o r ity  to  use a specific  accounting  p ractice  
in  the  p re p a ra tio n  o f the  e n te rp rise ’s s ta tu to ry  fin a n c ia l s ta tem ents  (a )  i f  i t  
w ishes to  d e p a rt fro m  th e  p rescribed  s ta tu to ry  accounting  p ractice  o r (6) i f  
p rescribed  s ta tu to ry  accounting  p ractices do n o t address the  accounting  fo r 
the  tra n sa c tio n . A cco rd ing ly , p e rm itte d  accoun ting  p ractices d if fe r  fro m  
sta te  to  s ta te , m ay d if fe r  from  com pany to  com pany w ith in  a sta te , and m ay 
change in  th e  fu tu re .
4. The rev ised  M a n u a l is  e ffec tive  fo r im p le m e n ta tio n  on Ja n u a ry  1, 
2001, as th e  fo u n d a tio n  fo r s ta tu to ry  accounting  p ractices. I t  is  expected 
th a t a ll s ta tes w i l l  re q u ire  in su re rs  to  com ply w ith  m ost, i f  n o t a ll, p ro v i­
sions o f th e  rev ised  M an ua l.
5. T h is  S tatem ent o f P osition  (SOP) amends the  guidance in  A IC P A  SOP 
94-5, D is c lo s u re s  o f  C e r ta in  M a tte rs  in  th e  F in a n c ia l S ta te m e n ts  o f  In s u ra n c e  
E n te rp r is e s , fo r changes re la ted  to the N A IC  C od ifica tion. The am endm ents to 
SOP 94-5 included in  th is  SOP requ ire  a U.S. insurance enterprise , a U.S. 
ente rp rise  w ith  a U.S. insurance subsid ia ry, o r a fo re ign  ente rp rise  w ith  a U.S. 
insurance subsid ia ry, th a t prepares U .S. genera lly  accepted accounting p rin c i­
ples (GAAP) fin a n c ia l statem ents to  disclose, a t the date each balance sheet is 
presented, beg inn ing  w ith  fin a n c ia l statem ents fo r fisca l years end ing on or 
a fte r December 1 5 , 2001, a descrip tion  o f the prescribed or p e rm itted  s ta tu to ry  
accounting practice and the re la ted  m onetary effect on s ta tu to ry  su rp lus o f 
using  an accounting practice th a t d iffe rs  from  e ithe r state prescribed s ta tu to ry
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accounting practices o r N A IC  s ta tu to ry  accounting practices.1 The A ccounting 
Standards Executive C om m ittee (AcSEC) believes th a t th is  d isclosure is usefu l 
because i t  d is tingu ishes bo th  prescribed and p e rm itted  practices o f insu re rs  by 
state, and presents s ta tu to ry  surp lus o f insu re rs  on a com parable basis. AcSEC 
is aware th a t ce rta in  insurance enterprises dom iciled in  Berm uda, the  Caym an 
Is lands, and o the r fo re ign  ju risd ic tio n s  m ay prepare fin a n c ia l sta tem ents in  
accordance w ith  accounting p rinc ip les genera lly  accepted in  the  U n ite d  States 
o f A m erica  even though such enterprises do n o t conduct business in  the  U n ite d  
States. A d d itio n a lly , a U.S.-based ente rp rise  m ay have a fo re ign  dom iciled 
insurance subs id ia ry  and a foreign-based enterprise  m ay have a U .S .-dom i­
ciled insurance subsid ia ry. Because fo re ign  insurance operations (w hether 
they  are in  a fo re ign  subsid ia ry o f a U.S.-based enterprise , the fo re ign  in s u r­
ance operations o f a foreign-based enterprise  th a t has U .S .-dom iciled opera­
tions o r the  fo re ign  insurance operations o f a foreign-based enterprise  th a t 
does no t have U .S .-dom iciled insurance operations) are no t subject to the 
U n ite d  States regu la to ry  fram ew ork, AcSEC does not believe i t  is  appropria te  
fo r those enterprises to  determ ine how the  N A IC  C od ifica tion  w ou ld  affect 
fo re ign  insurance operations. W ith  respect to  th e ir  fo re ign  insurance opera­
tions, those enterprises should disclose a descrip tion  o f and re la ted  m onetary 
effect o f any pe rm itted  regu la to ry  accounting practices g ranted  by th e ir  respec­
tive  regu la to ry  a u th o rity . The disclosure requ irem ents need not app ly  to  a 
fo re ign  paren t th a t files  fin an c ia l statem ents in  accordance w ith  home coun try 
GAAP th a t are reconciled to  accounting p rinc ip les genera lly  accepted in  the  
U n ite d  States.
6. T h is  SOP also includes the  fo llo w in g  a u d itin g  guidance th a t has been 
updated based on the  com pletion o f the  N A IC  C od ifica tion: A IC P A  SOP 95-5, 
A u d it o r ’s R e p o r t in g  o n  S ta tu to ry  F in a n c ia l S ta te m e n ts  o f  In s u ra n c e  E n te r ­
p r is e s ; A IC P A  SOP 94-1, In q u ir ie s  o f  S ta te  In s u ra n c e  R e g u la to rs ; and A IC P A  
A u d itin g  In te rp re ta tio n  No. 12, “E va lua tion  o f the  A ppropriateness o f In fo rm a ­
tive  D isclosures in  Insurance E n te rp rises ’ F ina nc ia l S tatem ents Prepared on 
a S ta tu to ry  Basis,” o f S ta tem ent on A u d itin g  Standards No. 62, S p e c ia l R e ­
p o r ts  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 9623.60-.81). The in ­
cluded a u d itin g  guidance has been approved by the  A u d itin g  S tandards Board.
7. AcSEC believes i t  is appropria te  to  have a ll accounting and a u d itin g  
guidance th a t changes due to  the  com pletion o f the  N A IC  C od ifica tion  in  one 
document, because i t  is  easier fo r readers to  rev iew  a ll re levan t changes re la ted  
to th is  topic. T h is  SOP includes complete sets o f updated accounting and 
a u d itin g  guidance, m arked  to show a dd itions and deletions fo r changes re la ted  
to the  N A IC  C od ifica tion. In  A p r il 2001, AcSEC issued fo r pub lic  com m ent an 
exposure d ra ft o f a proposed SOP, A m e n d m e n ts  to  S p e c if ic  A IC P A  P ro n o u n c e ­
m e n ts  f o r  C h a n g e s  R e la te d  to  th e  N A IC  C o d if ic a t io n .  D u rin g  the fo rty -five -day  
com m ent period, AcSEC received tw o com m ent le tte rs .
A m endm ents  to  SOP 9 4 -5
8. The fo llo w in g  replaces o r m odifies several paragraphs o f SOP 94-5 as 
a re s u lt o f th e  com p le tion  o f th e  N A IC  C od ifica tio n . N ew  language is u n d e r­
1 The language of this Statement of Position (SOP) assumes for simplicity that the reporting 
entity is a U.S. insurance enterprise, a U.S. enterprise with a U.S. insurance subsidiary, or a foreign 
enterprise with a U.S. insurance subsidiary, that prepares U.S. generally accepted accounting 
principles (GAAP) financial statements. I f  a foreign insurance enterprise that does not have a U.S. 
insurance subsidiary prepares U.S. GAAP financial statements or is included in its parent’s consoli­
dated U.S. GAAP financial statements, the notes to the financial statements should disclose permit­
ted regulatory accounting practices that significantly differ from the prescribed regulatory 
accounting practices of its respective regulatory authority and their monetary effects.
AAG-PLI APP W
Statement o f P osition  01-5 507
lined ; deleted m a te ria l is  in  s trike th rou gh . The changes are effective fo r annua l 
fin a n c ia l sta tem ents fo r fisca l years end ing on o r a fte r December 15, 2001, and 
complete sets o f in te r im  fin a n c ia l sta tem ents fo r periods beg inn ing  on or a fte r 
th a t date. There are no changes to the o rig in a l paragraphs 9 and 11; those 
paragraphs are included here fo r completeness.
In troduction
M ost - o f the acco u n ti ng  p rin c i p les r ela ted  to  d isclosures fo r  in sura nce 
en terprises w er e p ro m u lg a ted  over  tw e n ty  years ago w hen the  in su ra nce 
re g u la to ry  and bu s iness env ironm en t s were less comp le x  and v o la tile . Accord­
i n g ly , the  A ICPA  A ccounting  S tandards E xecu ti ve C om m it t ee (AcSEC) added 
a p roject  to  its  agenda to  consider  w h e the r new  d isclosures sh ou l d be r equired 
in  insurance en te rp rises ’ f in a n c ia l s ta tem en ts; T h is  s ta tem ent o f position (SOP) 
is  a re s u lt o f th a t p roject.
Scope
.01 rOzJ T h is  S ta tem ent o f P osition  (SOP) applies to  an nu a l and com plete sets 
o f in te r im  fin a n c ia l statem ents prepared in  con fo rm ity  w ith  gene ra lly  accepted 
accounting p rinc ip le s  (G AAP) o f life  and h e a lth  insurance en terprises (in c lu d ­
in g  m u tu a l life  insurance en terprises), p ro pe rty  and casua lty  insurance  en te r­
prises, re insurance en terprises, t it le  insurance en terprises, m ortgage g u a ra n ty  
insurance  enterprises, fin a n c ia l g u a ra n ty  insurance en terprises, assessment 
en terprises, fra te rn a l bene fit societies, rec iproca l o r in te rin su ra n ce  exchanges, 
pools o the r th a n  p u b lic -e n tity  r is k  pools, syndicates, and cap tive  insurance 
companies. F u rth e rm o re, A ICPA  A u d itin g  In te rp re ta tio n  No . 12, “E va lu a tio n  
o f the  A p p rop ria te n e ss o f In fo rm a tive  D isclosures in  In surance E n terp rises ’ 
F in a nc ia l S ta tem ents P repared -on -a -S ta tu tory  -B asis” (A IC P A , P ro fe s s io n a l 
S ta n d a rd s ,  vol.  1 ,- A U  sec. 9623.60-.79), requ ires a u d ito rs to  -apply the  same 
d isclosure eva lu a tion  c r ite r ia  fo r sta tu tory  f in a n cia l statem en ts as they  do fo r 
fin a n c ia l s tatem ents p repa red  in  con form i ty  w ith  GAAP.
A p p licab ility  to  S tatutory F inancia l Statements
.02 A IC P A  A u d itin g  In te rp re ta tio n  No. 12. “E va lu a tio n  o f the  A p p ro p ria te ­
ness o f In fo rm a tive  D isclosures in  Insu rance  E nte rp rise s ’ F in a n c ia l S ta te­
m ents P repared on a S ta tu to ry  B asis ,”  o f S ta tem ent on A u d itin g  S tandards No.
62. S p e c ia l R e p o r ts  (A IC P A . P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 9623 .60- 
.81). requ ires  au d ito rs  to app ly  the  same d isclosure eva lu a tion  c r ite r ia  fo r 
s ta tu to ry  fin a n c ia l statem ents and fo r fin a n c ia l s ta tem ents prepared in  con­
fo rm ity  w ith  GAAP.
Relationship to  O ther Pronouncements
.03 In  some circum stances, the  disclosure requ irem en ts  in  th is  SOP m ay be 
s im ila r  to, or overlap, the  disclosure requ irem en ts  in  ce rta in  o the r a u th o rita ­
tiv e  accounting pronouncem ents issued by the  F in a n c ia l A ccoun ting  S tandards 
B oard (FASB), the  A m erican  In s titu te  o f C e rtifie d  P ub lic  A ccountan ts (A IC P A ), 
and o r the  Securities and Exchange Com m ission (SEC). F o r exam ple—
•  FASB S ta tem ent o f F in a n c ia l A ccounting  S tandards No. 5, A c c o u n t in g  f o r  
C o n tin g e n c ie s , requ ires  ce rta in  disclosures re la ted  to  loss contingencies, 
in c lu d in g  catastrophe losses o f p ro pe rty  and casua lty  insurance companies.
•  FASB S ta tem ent No. 60, A c c o u n t in g  a n d  R e p o r t in g  b y  In s u ra n c e  E n te r ­
p r is e s ,  requ ires ce rta in  disclosures about lia b ilit ie s  fo r un pa id  c la im s and 
c la im  ad ju s tm e n t expenses and s ta tu to ry  cap ita l.
•  FASB S ta tem ent No. 113, A c c o u n t in g  a n d  R e p o r t in g  f o r  R e in s u ra n c e  o f  
S h o r t - D u r a t io n  a n d  L o n g - D u r a t io n  C o n tra c ts ,  requ ires  ce rta in  disclosures 
about re insurance transactions.
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•  A IC P A  SOP 94-6, D is c lo s u re  o f  C e r ta in  S ig n i f ic a n t  R is k s  a n d  U n c e r ta in t ie s  
[section 10,640], requ ires  disclosures about ce rta in  s ig n ific a n t estim ates.
•  The SEC S ecurities A c t G uide 6, D is c lo s u re s  C o n c e rn in g  U n p a id  C la im s  
a n d  C la im  A d ju s tm e n t  E x p e n s e s  o f  P ro p e r ty - C a s u a lty  In s u ra n c e  U n d e r w r i t ­
e rs , requ ires  disclosures o f in fo rm a tio n  about lia b ilit ie s  fo r un pa id  c la im s 
and c la im  ad ju s tm e n t expenses.
The disclosure requ irem en ts  in  th is  SOP supplem ent th e  disclosure re q u ire ­
m ents in  o the r a u th o rita tiv e  pronouncem ents. T h is  SOP does no t a lte r the 
requ irem en ts  o f any FASB or SEC pronouncem ent.
Conclusions
.04 The disclosure requ irem en ts  in  th is  section should be read in  con junction  
w ith  append ix A , “ I llu s tra tiv e  D isclosures,” ite m  A-2 [pa rag raph  .151. and 
appendix B , “D iscussion o f Conclusions,”  ite m  B -1 [pa rag raph  .161. o f th is  SOP.
Perm it ted  S ta tu to ry  A ccoun ting  P ractices
.05 In a u ra n ce e n te rp rises c u rre n tly  p rep a re  th ei r  sta tu tory  f in a n cia l  s ta te­
m ents in  accordance w ith  accoun tings pr in c ip l es and p ra c tices prescribed or 
per m it ted by the in su rance dep a rtm e n t o f th e ir  sta te  o f dom icile .-T h e-N a ti«nal  
A ssoci at i on  o f In surance C om m issioners (N A IC ) c u rre n tly  has a pro jec t under  
w ay to  cod ify- s ta tu to ry  accounting practices th ro u g h  a com plete r ev is io n  o f i ts 
A c c o u n t in g  P ra c t ic es a n d  P ro c e d u res M a n u a ls ,  th a t, w h en com plet e, i - ex ­
pected to  r ep lace-p rescribed o r p e rm itte d  s ta tu to ry  accounting p ra c tices as th e 
s ta tu to ry  basis o f accounting fo r insurance en terp ris e s (re fe rr ed t o h ere af t er  
as the “co d ifie a tien " ). The refo re,  t h e cod ifica tion  w i l l  l i k ely  r es u lt in  changes to 
w h a t i s  c u rren t ly  considered a prescribed sta tu tory  accounting p ra c tice . F u r­
th erm ore, postcod ifica tion  perm itte d  s tatu to ry  accounting p ra c t ic e  w ill  be 
excep tio n s to  th e  s ta tu to ry  basis of  accounting. The insurance law s and regu­
la tio n s  o f m ost states req u ire  insurance en terprises dom ic iled  in  those states 
to  com ply w ith  th e  guidance provided in  the  N a tio n a l A ssociation o f Insurance 
C om m issioners (N A IC ) A c c o u n t in g  P ra c tic e s  a n d  P ro c e d u re s  M a n u a l , except 
as prescribed o r p e rm itte d  by sta te  law . In  1999. the  N A IC  com pleted a process 
to  cod ify s ta tu to ry  accounting practices fo r ce rta in  insurance enterprises, 
re s u ltin g  in  a revised A c c o u n t in g  P ra c tic e s  a n d  P ro c e d u re s  M a n u a l (the  revised 
M an ua l), e ffective  Ja n u a ry  1, 2001. I t  is  expected th a t a ll states w i ll req u ire  
in su re rs  to com ply w ith  m ost, i f  no t a ll, p rovis ions o f the  revised M anua l. 
A u d ito rs  o f insurance  en te rp rises should m o n ito r th e  s ta tus  o f the  adoption o f 
the  revised M a n u a l by the  various state re g u la to ry  a u tho ritie s .
.06 P rescribed p recod ifica tion  s ta tu to ry  accounting practices inc lude  are those 
practices th a t are incorpora ted  d ire c tly  o r by reference in  state law s, reg u la ­
tions, and genera l a d m in is tra tiv e  ru les app licab le  to  a ll insurance en terprises 
dom iciled  in  a p a rtic u la r sta te ;. N A IC  A n n u a l  S ta te m e n t In s t r u c t io n s ;  th e  NA IC 
A c c o u n t in g  P ra c tic e s  a n d  P ro c ed u re s M a n u a ls ; t h e S ecu r i t ie s  V a lu a t io n  M a n ­
u al (pu b lish ed by t h e N A IC  Sec u ritie s  V a lu a tio n  O ffice) ; N A IC  o ffic ia l proceed­
ings:- and the  N A IC  E x a m in e rs ’ H a n d b ook . A  sta te  m ay adopt the  revised 
M a n ua l in  w hole, o r in  p a rt, as an e lem ent o f prescribed s ta tu to ry  accounting 
practices. I f .  however, the  requ irem en ts  o f sta te  law s, regu la tions, and adm in ­
is tra tiv e  ru les  d iffe r from  the  guidance p rov ided in  the  revised M a n u a l or 
subsequent revis ions, those sta te  law s, regu la tions, and a d m in is tra tiv e  ru les  
w ill take  precedence. A u d ito rs  o f insurance en te rp rises should rev iew  state 
law s, regu la tions, and a d m in is tra tiv e  ru les  to  de te rm ine  the  specific prescribed 
s ta tu to ry  accounting practices applicab le in  each state.
.07 P e rm itted  s ta tu to ry  accounting practices inc lude  practices no t prescribed 
by the  d o m ic ilia ry  sta te  as described in  p a rag raph  .06 above, b u t a llow ed  by
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the  d o m ic ilia ry  sta te  in su ra nce depa rtm en t re g u la to ry  a u th o rity . A n  I in s u r­
ance en terprises m ay request pe rm iss ion  from  the  d o m ic ilia ry  s ta te  in s u ra n ee 
dep ar tm en t  re g u la to ry  a u th o rity  to  use a specific accounting practice  in  the 
p re pa ra tion  o f th e ir  the  en te rp rise ’s s ta tu to ry  fin a n c ia l sta tem ents (a) w hen 
the  en te rp rise  i f  i t  w ishes to  depart from  the  prescribed s ta tu to ry  accounting 
practices, o r (b ) w hen  i f  prescribed s ta tu to ry  accounting practices do no t 
address the  accounting fo r the  transa c tion . A ccord ing ly , p e rm itte d  accounting 
practices d iffe r from  sta te  to  s tate, m ay d iffe r from  com pany to  com pany w ith in  
a state, and m ay change in  the fu tu re .
.08 The disclosures in  th is  pa rag raph should be made fo r perm it t ed s ta tu to ry  
accoun ting p ract ices  fo r the  m ost  recent fisca l y ea r p resen ted, r eg a rd less o f 
w hen the  pe rm it ted s ta tu to ry  accounting p rac t ice w as in it ia te d , i f  (a) state 
prescribed s ta tu to ry  accounting practices d iffe r from  N A IC  s ta tu to ry  account­
in g  practices or (6) p e rm itte d  sta te  s ta tu to ry  accounting practices d iffe r from  
e ith e r s ta te  prescribed s ta tu to ry  accounting practices o r N A IC  s ta tu to ry  ac­
counting  practices. The disclosures should be made i f  the  use o f prescribed o r 
p e rm itte d  s ta tu to ry  accounting practices ( in d iv id u a lly  o r in  the  aggregate) 
re su lts  in  reported  s ta tu to ry  su rp lus  o r risk-based ca p ita l th a t is  s ig n ific a n tly  
d iffe re n t from  the  s ta tu to ry  su rp lus  o r risk-based ca p ita l th a t w ou ld  have been 
reported had N A IC  s ta tu to ry  accounting practices been fo llow ed. I f  an in s u r­
ance en te rp rise ’s risk-based ca p ita l w ou ld  have trigg e re d  a re g u la to ry  event 
had  i t  n o t used a pe rm itte d  practice , th a t fa c t should be disclosed in  the  
fin a n c ia l statem ents. Insu rance en terprises should disclose, a t the  date each 
fin a n c ia l s ta tem ent is  presented, a descrip tion  o f the  prescribed o r p e rm itte d  
s ta tu to ry  accounting practice  and the  re la ted  m onetary  effect on s ta tu to ry  
su rp lu s  o f us ing  an accounting practice  th a t d iffe rs  from  e ith e r sta te  prescribed 
s ta tu to ry  accounting practices o r N A IC  s ta tu to ry  accounting practices.1 In s u r­
ance en terp r ises s hou ld  d isclose th e fo llo w in g  in fo rm a t io n  abou t perm itte d  
sta tu to ry  accou n ti ng practices th a t in d iv id u a lly  o r in  the  aggregate m a te r ia lly  
af f ec t sta tu to ry  sur p lu s o r r is k -based cap ita l, in c lu d in g  G AAP practices w hen 
the  p e rm itte d  practices d iffer  f r om  the  p rescribed s ta tu to ry  accounting prac­tices:
a . A  desc rip tio n  o f the  p e rm itte d  s ta tu to ry  accoun t in g  practice
b . As ta tem en t th a t the  p e rm itted sta tu to ry  accounting p ra c tice d iffer s f r om  
prescribed s ta tu to ry  accounting p ra c tices
e.  T he m oneta ry  effe c t on s ta tu t or y su rp lu s
Insu ra n ce en terprises should disclose th e fo llo w in g  in fo rm a tio n  abou t p e rm it­
te d s ta tu to ry  accounting practices, exclud ing G AAP p ract i ces  used, w hen 
prescribed s ta tu tory  accounting p ract i ces do  not  ad d ress th e accoun t in g  fo r th e 
transaction :
a . A desc r iptio n  of  the  transa c tion  and o f the p e rm itte d  s ta tu to ry  accounti ng 
practice  used
b . A  statem en t  th at  p r esc rib ed sta t u t ory acco u n tin g  p ra ct i ces do n o t address 
the  accounting fo r the  transact i on
1 D isc losu res in  th is  pa rag raph  shou ld  be app lied  by a U .S . insurance  
en te rp rise , a U.S. en te rp rise  w ith  a U.S. insurance  subs id ia ry , o r a fo re ign  
en te rp rise  w ith  a U.S. insurance subs id ia ry , i f  the  en te rp rise  prepares U.S. 
ge ne ra lly  accepted accounting p rinc ip le s  (G AAP) fin a n c ia l statem ents. I f  a 
fo re ign  insurance en te rp rise  th a t does no t have a U.S. insurance  sub s id ia ry  
prepares U.S. G AAP fin a n c ia l s ta tem ents o r is  inc luded in  its  pa ren t’s 
consolidated U .S. G AAP fin a n c ia l s tatem ents, the  notes to  the  fin a n c ia l 
s ta tem ents should disclose p e rm itte d  re g u la to ry  accounting practices th a t 
s ig n ific a n tly  d iffe r fro m  the  prescribed re g u la to ry  accounting practices o f its  
respective re g u la to ry  a u th o rity  and th e ir  m onetary  effects.
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L ia b ility  fo r Unpaid Claims and Claim  Adjustm ent Expenses
.09 The lia b ility  fo r un pa id  c la im s and c la im  ad jus tm en t expenses represents 
the  am ounts needed to  p rov ide fo r the  estim ated u ltim a te  cost o f s e ttlin g  c la im s 
re la tin g  to  in su re d  events th a t have occurred on or before a p a rtic u la r  date 
(o rd in a rily , the  s ta tem ent o f fin a n c ia l pos ition  date). The estim ated lia b ility  
includes the  am ount o f m oney th a t w i l l  be req u ire d  fo r fu tu re  paym ents o f (a )  
cla im s th a t have been reported  to  the  in su re r, (b ) c la im s re la ted  to insured  
events th a t have occurred b u t th a t have no t been reported to  the in s u re r as o f 
the  date the lia b il ity  is estim ated, and (c) c la im  ad ju s tm e n t expenses. C la im  
ad ju s tm e n t expenses in c lud e  costs in cu rre d  in  the  c la im  se ttlem en t process 
such as lega l fees; outside ad ju s te r fees; and costs to record, process, and ad jus t 
cla im s.
.10 F in a n c ia l sta tem ents should disclose fo r each fisca l yea r fo r w h ich  an 
incom e s ta tem ent is presented the fo llo w in g  in fo rm a tio n  about the lia b ility  fo r 
un pa id  c la im s and c la im  ad jus tm en t expenses:
a . The balance in  the  lia b ility  fo r u n pa id  c la im s and c la im  ad ju s tm e n t ex­
penses a t the  be g inn ing  and end o f each fisca l yea r presented, and the 
re la ted  am ount o f re insurance recoverable
b . In cu rre d  c la im s and c la im  ad jus tm en t expenses w ith  separate disclosure o f 
the  p ro v is io n  fo r in su re d  events o f the  cu rre n t fisca l yea r and o f increases 
o r decreases in  the  p rov is ion  fo r in su re d  events o f p r io r  fisca l years
c. Paym ents o f c la im s and c la im  ad ju s tm e n t expenses w ith  separate disclosure 
o f paym ents o f c la im s and c la im  ad ju s tm e n t expenses a ttr ib u ta b le  to 
insu red  events o f the  cu rre n t fisca l yea r and to in su re d  events o f p r io r  fisca l 
years
A lso, insurance  en terprises should discuss the  reasons fo r the change in  th e  
p ro v is ion f or  in cu rre d  c la im s and c la im  ad ju s tm e n t expenses recognized in  the  
incom e s ta tem ent a ttr ib u ta b le  to  insu red  events o f p r io r  fisca l years and should 
in d ica te  w h e the r a d d itio n a l prem ium s or re tu rn  prem ium s have been accrued 
as a re s u lt o f the  p rio r-yea r effects.
.11 In  a d d itio n  to  the d isclosures requ ired  by FASB S ta tem en t No. 5 and o ther 
accounting pronouncem ents, insurance en terprises should disclose m anage­
m en t’s po licies and m ethodologies fo r e s tim a tin g  the  lia b il ity  fo r un pa id  c la im s 
and c la im  ad jus tm en t expenses fo r d ifficu lt-to -e s tim a te  lia b ilit ie s , such as fo r 
c la im s fo r tox ic  waste cleanup, asbestos-related illnesses, o r o the r e n v iro n ­
m en ta l rem e d ia tion  exposures.
Effective Dates and Transition
.12 T h is  The provisions o f th is  SOP as o rig in a lly  issued in  1994 are is  effective 
fo r annual and complete sets o f in te rim  fina nc ia l statem ents fo r periods ending 
a fte r December 15, 1994. D isclosures o f in fo rm a tio n  requ ired  by paragraph .10 
should be included fo r each fisca l year fo r w h ich an income statem ent is presented.
.13 The p rov is ions o f th is  SOP as amended by  A IC P A  SOP 01-5. A m e n d m e n ts  
to  S p e c if ic  A IC P A  P ro n o u n c e m e n ts  fo r  C h a n g e s  R e la te d  to  th e  N A IC  C o d if ic a ­
t io n  [section 10,840] , are e ffective fo r an nu a l fin a n c ia l s ta tem ents fo r fisca l 
years end ing  on o r a fte r December 15, 2001. and com plete sets o f in te r im  
fin a n c ia l s ta tem ents fo r periods beg inn ing  on o r a fte r th a t date. D isclosures o f 
in fo rm a tio n  req u ire d  by amended pa rag raph .08 and ite m  A -2 in  append ix A  
[pa rag raph  .15] should be inc luded fo r each fisca l year fo r w h ich  a balance sheet 
is presented. In  the  in it ia l yea r o f im p lem e n ta tio n  o f those disclosures, p r io r  
yea r am ounts fo r the  effect o f pe rm itte d  practices and prescribed practices 
should be disclosed as req u ire d  by the  SOP p r io r  to  those am endm ents. 
R etroactive  a p p lica tio n  o f the  am endm ents is  no t pe rm itte d .
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A m endm ents  to  SOP 9 4 -5 , A p p e n d ix  A
9. The fo llo w in g  is  from  SOP 94-5, appendix A , “ Illu s tra tiv e  D isclosures” . 
There are no changes to the o rig in a l paragraph A-4. T h a t paragraph  is  in ­
cluded here fo r completeness. The changes requ ire  insurance enterprises to 
disclose in fo rm a tio n  per ite m  A-2, fo r annua l fin a n c ia l sta tem ents fo r fisca l 
years end ing on or a fte r December 15, 2001, and complete sets o f in te r im  
fin a n c ia l sta tem ents fo r periods beg inn ing  on o r a fte r th a t date. N ew  language 
is underlined ; deleted m a te ria l is  in  s trike th rou gh .
Illu s tra tive  Disclosures
A-1. The illu s tra tio n s  inc luded in  th is  appendix are guides to  im p le m e n ta tio n  
o f the disclosures req u ire d  by th is  SOP. Insu rance en terprises are n o t req u ire d  
to  d isp lay  the  in fo rm a tio n  conta ined he re in  in  the  specific m anne r o r in  the 
degree o f d e ta il illu s tra te d . A lte rn a tiv e  disclosure presen ta tions are pe rm iss i­
b le i f  the y  sa tis fy  the  disclosure requ irem en ts  o f th is  S ta tem ent o f P osition  
(SOP).
Prescribed or P erm itted S tatutory Accounting Practices
A -2 . The fF o ll ow ing i s an are tw o exam ples o f il lu s tra tiv e  on of  disclosures th a t 
an insurance en te rp rise  w ould  could m ake before th e codi f i ca t ion is  com p lete , 
to  m eet the  requ irem en ts  o f pa rag raph .08, ite m  8 , o f th is  SOP.
Note X. Perm itte d  S ta tu to ry  A ccoun ting  P ractices
The C om pany’s s ta tu to ry  fin a n c ia l s ta tem ents are presented on the  basis 
o f accounting practices prescribed o r p e rm itte d  by  the  [s ta te  o f  d o m ic i le ]  
Insu rance D epartm ent. [S ta te  o f  d o m ic i le ] has adopted the  N a tio n a l 
Association o f Insu rance  C om m issioners’ s ta tu to ry  accounting practices 
(N A IC  SAP) as the  basis o f its  s ta tu to ry  accounting practices, except th a t 
i t  has re ta ine d  the  prescribed practice  o f w r it in g  o ff  goodw ill im m e d i­
a te ly  to s ta tu to ry  su rp lus  in  the  yea r o f acqu is ition .
In  ad d ition , the  com m issioner o f [s ta te  o f  d o m ic i le ]  Insurance D e pa rt­
m en t has the r ig h t to  p e rm it o th e r specific practices th a t m ay deviate 
fro m  prescribed practices. The com m issioner has p e rm itte d  the  Com­
pany to  record its  hom e office p ro pe rty  a t estim ated fa ir  va lue  ins tead  o f 
a t depreciated cost, as req u ire d  by N A IC  SAP. T h is  accounting practice 
increased s ta tu to ry  ca p ita l and su rp lus  by $2.5 m illio n  and $2.3 m illio n  
a t December 31, 20X2 and 20X1, respective ly, over w h a t i t  w ou ld  have 
been had  the  p e rm itte d  practice  no t been allow ed. The C om pany’s 
s ta tu to ry  ca p ita l and surp lus, in c lu d in g  the  effects o f the  pe rm itte d  
practice, was $30.0 m illio n  and $27.9 m illio n  a t December 31, 20X2 and 
20X1, respective ly.
H ad the  Com pany am ortized its  goodw ill over ten  years and recorded its  
home office p ro pe rty  a t depreciated cost, in  accordance w ith  N A IC  SAP, 
the  C om pany’s ca p ita l and su rp lus  w ould  have been $29.9 m illio n  and 
$27.7 m illio n  a t December 31, 20X2 and 20X1, respective ly.
P rop e rty  and Casual ty  C o m p a n y In c ., d om ic il ed in  A B C  Sta te; prepares 
its  s ta tu to ry  f in a n cia l s ta tem ents in  accordance w ith  accounting p rac­
t i cces prescribed o r  p e rm itte d  b y  the  A B C  S ta te  In s u rance D e pa rtm e n t  
P rescribed s ta tu to ry  accounti ng p ractices in c lu d e a var i ety  of  p u b lic a ­
t ions o f  th e N a tio n a l Assoc ia tio n  o f In s u ra n ce Com m iss ioners (N A IC ), 
as w e ll as s ta te  la w s, r eg u la tio n s, and genera l a d m in is tra t iv e  ru les. 
Per m it ted s ta tu to ry  account in g  p ra c tices en com pass a l l  accounting  p rac­
tices no t so p rescribed .
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The com pany r eceiv ed w r i t t en  a p p ro va l from  th e ABC  S ta te In s u ra nce 
D epartm ent  t o  d isco u n t loss reserves a t a ra te o f X  percen t fo r  s ta tu to ry  
accounting p urposes, w h ich  d iffe rs  from  prescribed s ta tu to ry  accounting 
practices. S ta tu to ry  account i ng p ra c tices  prescribed by  A B C  s ta te r e­
qu ire  th a t lo ss reserves be d iscounted at Y  percent.  A s o f D ecember 31, 
19X3, th a t p e rm itte d  transa c tion  in c reased s ta tu to ry  su rp lus  by  $XX 
m il lio n  over w h a t i t  w ou ld  have been h ad prescr ib ed accounting practice 
been fo llow ed.1
1  I f  an  insu rance  com pany’s r is k -based cap ita l (RBG) w ou ld  have tr ig g e red a 
re g u la to ry  ev en t h a d  i t  no t used  a  perm it te d  p ract i ce , th a t fac t should be 
d isclosed in  the  fin a n c ia l s ta tem ents.
Note X. S ta tu to ry  A ccounting  P ractices
The C om pany’s s ta tu to ry  fin a n c ia l s ta tem ents are presented on the  basis 
o f accounting practices prescribed o r p e rm itte d  by the  [s ta te  o f  d o m ic i le ]  
Insu rance  D epartm ent. [S ta te  o f  d o m ic i le ] has adopted the  N a tio n a l 
Association o f Insu rance  C om m issioners’ s ta tu to ry  accounting practices 
(N A IC  SAP) as the  basis o f its  s ta tu to ry  accounting practices, except th a t 
i t  has re ta ine d  the  prescribed practice  o f w r it in g  o ff goodw ill im m e d i­
a te ly  to  s ta tu to ry  su rp lus  in  the yea r o f acqu is ition .
In  ad d ition , the  com m issioner o f the  [s ta te  o f  d o m ic i le ]  Insu rance De­
p a rtm e n t has the  r ig h t to  p e rm it o the r specific practices th a t m ay 
devia te from  prescribed practices. The com m issioner has pe rm itte d  the 
Com pany to record its  home office p ro pe rty  a t estim a ted  fa ir  va lue 
ins tead  o f a t depreciated cost, as requ ired  by  N A IC  SAP.
The m one ta ry  effect on s ta tu to ry  ca p ita l and surp lus  o f us ing  accounting 
practices prescribed o r pe rm itte d  by the  [s ta te  o f  d o m ic i le ] Insu rance  
D e pa rtm e n t is  as fo llow s:
D e c e m b e r 3 1
20x2 20x1
$m $m
S ta tu to ry  ca p ita l and su rp lus  per s ta tu to ry  
fin a n c ia l statem ents $30.0 $27.9
E ffec t o f p e rm itte d  practice  o f record ing home 
office p ro pe rty  a t estim ated fa ir  va lue (2.5) (2.3)
E ffec t o f [s ta te  o f  d o m ic i le ’s ] prescribed practice 
o f im m ed ia te  w rite -o ff o f go od w ill1 2.4 2.1
S ta tu to ry  ca p ita l and su rp lus  in  accordance w ith  
the  N A IC  s ta tu to ry  accounting practices2 $29.9 $27.7
1 T h is  am oun t compared to  the  p r io r  yea r re flects  the  ne t im p ac t o f an 
a d d itio n a l yea r’s a m o rtiza tio n  and the  fa c t th a t ad m itte d  goodw ill is  based 
on the leve l o f s ta tu to ry  c a p ita l and su rp lus  and th u s  can fluc tu a te .
2 In  the  in it ia l yea r o f im p lem e n ta tio n  o f th is  d isclosure, p r io r  yea r am ounts 
fo r the  effect o f p e rm itte d  practices and prescribed practices should be 
disclosed as req u ire d  unde r the  o rig in a l SOP.
L ia b ility  fo r Unpaid Claims and Claim  Adjustm ent Expenses
A-3. The fo llo w in g  is an illu s tra tio n  o f in fo rm a tio n  an insurance  en te rp rise
w ou ld  disclose to  m eet the  req u ire m en ts  o f p a rag raph  .10 o f th is  SOP. (T h is
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il lu s tra tio n  presents am ounts in cu rre d  and pa id  ne t o f re insurance. The 
in fo rm a tio n  m ay also be presented before the effects o f re insu rance  w ith  
separate ana lys is  o f re insu rance recoveries and recoverables re la ted  to  the 
in cu rre d  and pa id  am ounts.)
Note X. L ia b ility  fo r Unpaid C laims and C la im  Adjustm ent Expenses
A c tiv ity  in  the  lia b il ity  fo r unpa id  c la im s and c la im  ad ju s tm e n t expenses 
is  sum m arized as fo llow s.
19X5 19X4
20X2 20X1
Balance a t Ja n u a ry  1 $7,030 $6,687
Less re insurance recoverables 1,234 987
N e t Balance a t Ja n u a ry  1 5,796 5,700
In cu rre d  re la ted  to:
C u rre n t yea r 2,700 2,600
P rio r years (171) 96
T o ta l in cu rred 2,529 2,696
P aid re la ted  to:
C u rre n t yea r 781 800
P rio r years 2,000 1,800
T o ta l pa id 2,781 2,600
N e t Balance a t Decem ber 31 5,544 5,796
P lus re insu rance recoverables 1,255 1,234
Balance a t December 31 $6,799 $7,030
As a re s u lt o f changes in  estim ates o f insu red  events in  p r io r  years, the  
p ro v is io n  o f c la im s and c la im  ad jus tm en t expenses (ne t o f re insurance 
recoveries o f $X and $X in  19X520X2 and 1-9X 420X1, respective ly) 
decreased by  $ 171 m illio n  in  19X520X2 because of  re fle c tin g  low er-than - 
a n tic ip a ted  losses on H u rrica n e  H ow ard , and increased by $96 m illio n  
in  19X420X1 becausc o f re fle c tin g  h igh e r-th a n -a n tic ip a te d  losses and 
re la ted  expenses fo r c la im s fo r asbestos-related illnesses, tox ic  waste 
cleanup, and w o rke rs ’ com pensation.
A -4 . The fo llo w in g  is  an illu s tra tio n  o f an insurance en te rp rise  disclosure 
designed to m eet the  requ irem en ts  o f pa rag raph .11 o f th is  SOP. (A d d itio n a l 
d isclosures about the  lia b ilit ie s  fo r un pa id  c la im s and c la im  ad ju s tm e n t ex­
penses m ay be req u ire d  unde r FASB S ta tem ent No. 5, FASB In te rp re ta tio n  
No. 14, R e a s o n a b le  E s t im a t io n  o f  th e  A m o u n t  o f  a  L o s s , A IC P A  SOP 94-6 
[section 10,640], and SEC requ irem en ts.)
Note X. E nvironm enta l-R e la ted  C laim s
In  es ta b lish in g  the  lia b ility  fo r un pa id  c la im s and c la im  ad jus tm en t 
expenses re la ted  to  asbestos-related illnesses and tox ic  waste cleanup, 
m anagem ent considers facts c u rre n tly  know n and the  cu rre n t sta te  o f 
the  la w  and coverage litig a tio n . L ia b ilitie s  are recognized fo r know n 
c la im s (in c lu d in g  the  cost o f re la ted  litig a tio n ) w hen su ffic ie n t in fo rm a ­
t io n  has been developed to  in d ica te  the  in vo lvem en t o f a specific in s u r­
ance po licy, and m anagem ent can reasonably estim ate  its  lia b ility .  In  
ad d ition , lia b ilit ie s  have been established to  cover a d d itio n a l exposures 
on bo th  know n and unasserted cla im s. E stim a tes o f the  lia b ilit ie s  are 
review ed and updated co n tin u a lly . Developed case la w  and adequate 
c la im  h is to ry  do no t ex is t fo r such cla im s, especia lly because s ig n ifica n t
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u n c e rta in ty  exists about the  outcome o f coverage lit ig a tio n  and w he the r 
past c la im  experience w i l l  be rep resenta tive  o f fu tu re  c la im  experience.
A m endm ents  to  SOP 9 4 -5 , A p p e n d ix  B
10. The fo llow ing  is from  SOP 94-5, appendix B, “D iscussion o f C onclu­
sions,” w hen the  SOP was o rig in a lly  issued in  1994. Sections B -1, B-4, B-5, B-6, 
B-7, and B-14 have been revised as a re s u lt o f the  com pletion o f the N A IC  
C od ification. The rem a in ing  sections are included fo r background in fo rm a tion  
about p rio r AcSEC discussions. New language is underlined ; deleted m a te ria l 
is in  s trike th rou gh .
Discussion o f Conclusions
B-1. In  1999. the  N a tio n a l Association o f Insu rance C om m issioners (N A IC ) 
com pleted a process to  cod ify  s ta tu to ry  accounting practices fo r ce rta in  in s u r­
ance enterprises, re s u ltin g  in  a revised A c c o u n t in g  P ra c tic e s  a n d  P ro c e d u re s  
M a n u a l  (the  revised M anua l), e ffective Ja n u a ry  1, 2001. T h is  SOP was updated 
in  2001 to  conform  to  the  revised M a n u a l. T h is  section discusses factors th a t 
were deemed s ig n ifica n t by m em bers o f the  A ccounting S tandards E xecu tive  
C om m ittee (AcSEC) in  reach ing  the  conclusions in  th is  SOP w hen i t  was 
o r ig in a lly  issued in  1994. I t  includes reasons fo r accepting ce rta in  view s and 
re jec tin g  others. In d iv id u a l AcSEC m em bers gave g rea te r w e ig h t to  some 
factors th a n  to  others.
B-2. The business and reg u la to ry  env ironm en t o f insurance en terprises has 
become m ore com plex and vo la tile , and the re fo re  r is k ie r. A ccord ing ly , AcSEC 
believed the  need existed to  reconsider the  disclosures made in  the  fin a n c ia l 
sta tem ents o f insurance enterprises.
B-3. F in a n c ia l A ccounting  S tandards Board (FASB) S ta tem ent o f F in a n c ia l 
A ccounting  Concepts S ta tem ent No. 1, O b je c tiv e s  o f  F in a n c ia l  R e p o r t in g  by  
B u s in e s s  E n te rp r is e s ,  states fin a n c ia l re p o rtin g  should “provide in fo rm a tio n  
th a t is  use fu l to  present and p o te n tia l investors and cred ito rs  and o the r users 
in  m a k in g  ra tio n a l investm en t, c red it, and s im ila r decisions” (pa rag raph 34). 
F u rth e r, the  Concepts S ta tem en t says th a t to  suppo rt th a t decis ion-m aking 
process, fin a n c ia l reports  should he lp  such users “assess the  am ounts, t im in g , 
and u n c e rta in ty  o f prospective ne t cash in flo w s  to  the  re la te d  en te rp rises” 
(parag raph 37) by p ro v id in g  “ in fo rm a tio n  about the  economic resources o f an 
en te rp rise , the  c la im s to  those resources. . . and the  effects o f transactions, 
events, and circum stances th a t change resources and c la im s to those resources” 
(pa rag raph 40).
B-4. AcSEC considered a w ide v a rie ty  o f p o te n tia l disclosures, and tr ie d  to 
id e n tify  the  areas o f im portance  to  insurance en terprises fo r w h ich  th e  cu rre n t 
disclosures were lack ing . AcSEC concluded th a t a d d itio n a l disclosures in  the 
fin a n c ia l sta tem ents o f insurance  en terprises about re g u la to ry  risk-based 
cap ita l, the  lia b il ity  fo r un pa id  cla im s, and ce rta in  accounting m ethods p e rm it­
ted by sta te  in su ra n ce departm ents re g u la to ry  a u th o ritie s  w ou ld  he lp  in s u r­
ance en terprises be tte r m eet the  objectives o f fin a n c ia l re p o rtin g  in  th e ir  
fin a n c ia l statem ents. A fte r  the  com ple tion o f the  N A IC  cod ifica tion . AcSEC 
concluded th a t a d d itio n a l disclosures reconc iling  s ta tu to ry  su rp lu s  between 
s ta tu to ry  fin a n c ia l sta tem ents (in c lu d in g  p e rm itte d  practices), sta te  prescribed 
basis, and in  accordance w ith  N A IC  s ta tu to ry  accounting practices w ou ld  be 
use fu l to  the  reader o f ge ne ra lly  accepted accounting p rinc ip le s  (G AAP) f in a n ­
c ia l statem ents. AcSEC is  aw are th a t ce rta in  insurance en terprises dom ic iled  
in  B erm uda, th e  Caym an Is lands, and o th e r fo re ign  ju risd ic tio n s  m ay prepare 
fin a n c ia l sta tem ents in  accordance w ith  accounting p rin c ip le s  gene ra lly  ac­
cepted in  the  U n ite d  States even though such en terprises do no t conduct
business in  the  U n ite d  S tates. A d d itio n a lly , a U.S.-based en te rp rise  m ay have
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have a U .S .-dom iciled  insurance subs id ia ry . Because the  fo re ign  insurance 
operations o f such en terprises (w he the r the y  are in  a fo re ign  su b s id ia ry  o f a 
U.S.-based en te rp rise , the  fo re ign  insurance operations o f a foreign-based 
en te rp rise  th a t has U .S .-dom ic iled  operations or the  fo re ign  insurance opera­
tion s  o f a foreign-based en te rp rise  th a t does no t have U .S .-dom ic iled  insurance 
operations) are no t subject to  the  U n ite d  S tates re g u la to ry  fram ew ork , AcSEC 
does no t be lieve i t  is  ap p rop ria te  fo r those en terprises to  de te rm ine  how  the 
N A IC  cod ifica tion  w ou ld  a ffect fo re ign  insurance operations. W ith  respect to 
th e ir  fo re ign  insurance operations, those en terprises should disclose a descrip­
tio n  o f and re la ted  m one ta ry  effect o f any p e rm itte d  re g u la to ry  accounting 
practices g ran ted  by th e ir  respective reg u la to ry  a u th o rity . The disclosure 
requ irem en ts  need no t app ly  to  a fo re ign  pa ren t th a t file s  fin a n c ia l s ta tem ents 
in  accordance w ith  home cou n try  G AAP th a t are reconciled to  accounting 
p rinc ip le s  gene ra lly  accepted in  the  U n ite d  States.
Risk-Based Capital
B-5. Insu rance en terprises operate in  a h ig h ly  regu la ted  env ironm en t d irected 
p r im a r ily  tow a rd  safeguard ing po licyho lde rs ’ in te res ts  and m a in ta in in g  pub lic  
confidence in  the  safe ty and soundness o f the  insurance system. H is to ric a lly , 
reg u la tio n  o f insurance en terprises has m on ito red  solvency by focusing on th e ir  
cap ita l. One o f the  p r im a ry  too ls used by state in su ra nce depa rtm e n ts  regu la ­
to ry  a u th o ritie s  fo r en su ring  th a t th e ir  objectives are be ing m e t is  risk-based 
ca p ita l (RBC).
B-6. The N A IC  has developed an RBC program  th a t is  used by state reg u la to ry  
a u th o ritie s  i n surance departm en ts  to  enable them  to  take  ap prop ria te  and 
t im e ly  reg u la to ry  actions re la tin g  to  in su re rs  th a t show signs o f w eak o r 
d e te rio ra tin g  fin a n c ia l conditions. T h is  p rogram  is  encompassed in  the  RBC 
M odel A cts fo r life  and p ro pe rty  and casua lty  insu re rs , w h ich  have been or are 
in tended to  be adopted by m ost o f the  states. RBC is a series o f dynam ic 
surp lu s -re la te d  fo rm u las set fo rth  in  the  N A IC ’s RBC in s tru c tio n s  fo r life  and 
h e a lth  and fo r p ro pe rty  and casua lty  insurance en terprises. The fo rm u las 
con ta in  a v a rie ty  o f w e igh ing  factors th a t are app lied  to  fin a n c ia l balances or 
to  levels o f a c tiv ity  based on the  perceived degree o f ce rta in  risks , such as asset 
r is k , c re d it r is k , in te re s t ra te  r is k  (life  insurance en terprises on ly), u n d e rw rit­
in g  r is k , and o the r business risks , such as r is ks  re la ted  to  m anagem ent, 
re g u la to ry  action, and contingencies. The am oun t de term ined unde r such 
fo rm u las, the  au tho rized  con tro l leve l risk-based cap ita l, is  req u ire d  to be 
disclosed in  life  insurance en terprises ’ s ta tu to ry  filin g s  s ta rtin g  fo r the  year 
ended December 31, 1993, and in  p ro pe rty  and casua lty  insurance en te rp rises ’ 
s ta tu to ry  filin g s  s ta rtin g  fo r the  yea r ended December 31, 1994.
B-7. The exposure d ra ft o f the  SOP th a t was o r ig in a lly  issued in  1994 con­
ta in e d  a req u ire m en t th a t insurance en terprises th a t are req u ire d  to  ca lcu la te 
RBC should disclose in  th e ir  fin a n c ia l sta tem ents the  ra tio  o f to ta l ad justed 
ca p ita l to  au tho rized  con tro l leve l RBC and the  am oun t o f to ta l ad justed ca p ita l 
fo r each fisca l yea r fo r w h ich  a s ta tem ent o f fin a n c ia l pos ition  is  presented.
B-8. However, the  N A IC ’s RBC M odel A cts fo r bo th  life  and p ro pe rty  and 
casua lty  in su re rs  have a co n fid e n tia lity  prov is ion , w h ich  states:
[E ]xcep t as o therw ise req u ire d  un de r the provis ions o f th is  A c t [ th a t is, 
in  the  annua l fin a n c ia l reports  file d  w ith  s ta te  insurance departm ents], 
the  m ak ing , p u b lish ing , d issem ina ting , c ircu la tio n , o r p lac ing  before the 
pub lic , o r causing, d ire c tly  o r in d ire c tly  to  be made, placed before the 
pub lic , in  a newspaper, m agazine o r o ther p u b lica tio n  . . .  w ith  regard to 
the  RBC levels o f any in s u re r . . . w ou ld  be m is lead ing  and is there fore  
p roh ib ited .
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B-9. P rio r to  issu ing  the  exposure d ra ft, based on discussions w ith  the  d ra fte rs  
o f the  RBC M odel A cts and some sta te  insurance regu la to rs , and based on the 
fac t th a t the  in fo rm a tio n  is  a lready in  the  p u b lic  dom ain, AcSEC believed th a t 
the  co n fid e n tia lity  prov is ions were no t in tended to  app ly  to  disclosures in  
fin a n c ia l statem ents. H ow ever, a num ber o f respondents to  the  exposure d ra ft 
s tated th a t th e y  believe disclosing RBC levels in  fin a n c ia l sta tem ents w o u ld  be 
ille g a l in  states th a t have enacted the  RBC M odel Acts. They p o in t ou t th a t 
words in  the  RBC M odel A cts appear to  be in tended to  re s tr ic t a l l  o ther 
disclosure o f RBC levels, in c lu d in g  in  in su re rs ’ fin a n c ia l statem ents.
B-10. AcSEC continues to  believe, because o f the  im portance o f RBC in  the 
re g u la to ry  ove rs igh t o f insurance en terprises, th a t its  disclosure w ou ld  im prove 
the relevance and usefulness o f insurance en terprises ’ fin a n c ia l statem ents, 
and, there fore , i t  should be disclosed in  the  fin a n c ia l s tatem ents. N evertheless, 
AcSEC concluded the  lega l issues req u ire  fu r th e r consideration.
B-11. AcSEC decided th a t th is  SOP should no t be delayed w h ile  the  lega l 
issues reg a rd ing  RBC disclosures are considered. A  separate SOP on RBC 
disclosures w i ll be considered a t a la te r date.
B-12. N everthe less, AcSEC encourages insurance  en terprises to  disclose RBC 
levels i f  the y  are dom iciled  in  states th a t have no t adopted the  RBC M odel Acts, 
o r i f  the y  have otherw ise de term ined th a t i t  is  lega l to m ake such disclosures 
in  th e ir  fin a n c ia l statem ents.
B-13. The exposure d ra ft also requ ired  insurance en terprises whose le ve l o f 
RBC has trigg e re d  a re g u la to ry  event21 to  disclose ce rta in  in fo rm a tio n  in  th e ir  
fin a n c ia l statem ents. D e lay ing  the  issuance o f the  RBC guidance does no t 
change the  fac t th a t unde r S ta tem ent on A u d itin g  S tandards (SAS) No. 59, T h e  
A u d i t o r ’s C o n s id e ra t io n  o f  a n  E n t i t y ’s A b i l i t y  to  C o n t in u e  a s  a  G o in g  C o n c e rn  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 341), a u d ito rs  m ust consider 
the  need fo r disclosures about the  p rin c ip a l cond itions and events th a t trigg e re d  
the  re g u la to ry  event and the  possible effects o f such cond itions and events, as 
w e ll as m anagem ent’s plans.
U n de r the  N A IC ’s RBC M odel Acts, w hen the  ra tio  o f to ta l ad justed ca p ita l 
to au thorized  con tro l le ve l RBC is less th a n  o r equa l to  2 o r less th a n  or equal 
to  2.5 w ith  negative trends fo r life  insurance en terprises, a re g u la to ry  event 
exists— th a t is, the  insurance  en te rp rise  w ou ld  fa il to  m eet the  m in im u m  
RBC requ irem en ts. There are fo u r types o f re g u la to ry  events, ra n g in g  from  
least to  m ost serious: com pany action  leve l event, re g u la to ry  action  leve l 
event, au thorized  con tro l leve l event, and m an da to ry  con tro l leve l event.
Perm itted S tatutory Accounting Practices
B-14. P e rm itte d  s ta tu to ry  accounting practices h is to r ic a lly  have no t been 
disclosed in  the  notes to the  fin a n c ia l statem ents, except to  the  ex te n t th a t they  
have been disclosed in  th e  accounting practices and procedures note to  the  
s ta tu to ry  fin a n c ia l s tatem ents. W ith  inc reas ing  frequency, insurance en te r­
prises have transactions th a t are no t e x p lic itly  addressed by prescribed ac­
counting  practices, o r fo r w h ich  no analogous prescribed accounting practices 
exist. F u rthe rm o re , insurance en terprises o ften request exceptions from  cer­
ta in  prescribed accounting practices. P e rm itte d  s ta tu to ry  accounting practices 
m ay d iffe r from  sta te  to  state, and from  com pany to com pany w ith in  a state, 
and m ay change in  the  fu tu re . M oreover, p e rm itte d  s ta tu to ry  accounting 
practices have been used to  enhance insurance  en terprises ’ su rp lus  positions. 
F o r exam ple, some sta te  in s u ra n ce depa rtm en ts re g u la to ry  a u th o ritie s  have 
p e rm itte d  ce rta in  insurance en terprises to  ad jus t home office fa c ilitie s  to  
appra ised values even though  the  states’ prescribed s ta tu to ry  accounting 
practices re q u ire  th a t such assets be ca rried  a t depreciated h is to ric a l cost.
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B -15. AcSEC believes the  req u ire d  disclosure o f p e rm itte d  s ta tu to ry  account­
in g  practices w i l l  enhance the  relevance o f the  fin a n c ia l s ta tem ents and fu l f i l l  
the  fin a n c ia l re p o rtin g  objective o f p ro v id in g  cu rre n t and p o te n tia l investors, 
cred ito rs, po licyholders, and o the r users o f an insurance en te rp rise ’s fin a n c ia l 
s ta tem ents w ith  use fu l in fo rm a tio n . N o t on ly  w ill such disclosures id e n tify  
s itu a tio n s  in  w h ich  p e rm itte d  s ta tu to ry  accounting practices enhance an in s u r­
ance en te rp rise ’s s ta tu to ry  ca p ita l and RBC position , b u t th e y  also w ill im prove 
the  co m p a ra b ility  o f insurance en te rp rises ’ fin a n c ia l statem ents.
L ia b ility  fo r Unpaid Claims and Claim  Adjustm ent Expenses
B -16 . Insu rance en terprises estim ate  th e ir  l ia b ility  fo r unpa id  c la im s and 
c la im  ad jus tm en t expenses fo r reported  and un reported  cla im s in cu rre d  as o f 
the  end o f the  accounting period in  accordance w ith  FASB S ta tem ent No. 60A 
A c c o u n t in g  a n d  R e p o r t in g  b y  In s u ra n c e  E n te r p r is e s . The lia b ility  is  estim ated 
based on past loss experience, ad justed fo r cu rre n t trends and o the r factors th a t 
w i l l  m od ify  past experience. The lia b il ity  m ay be ca lcu la ted us ing  a v a r ie ty  o f 
m a the m a tica l approaches ra n g in g  from  sim p le  a rith m e tic  pro jections us ing  
loss developm ent factors to  com plex s ta tis tic a l models.
B -17 . FASB Concepts S ta tem ent No. 1, pa rag raph  21, states:
The in fo rm a tio n  provided by fin a n c ia l re p o rtin g  la rg e ly  re flec ts  the 
fin a n c ia l effects o f transactions and events th a t have a lready happened. 
M anagem ent m ay com m unicate in fo rm a tio n  about its  p lans o r pro jec­
tions , b u t fin a n c ia l s ta tem ents and m ost o the r fin a n c ia l re p o rtin g  are 
h is to ric a l . . . E stim ates re s tin g  on expectations o f the  fu tu re  are o ften 
needed in  fin a n c ia l re p o rtin g , b u t th e ir  m a jo r use, especia lly o f those 
fo rm a lly  incorpora ted  in  fin a n c ia l s tatem ents, is  to  m easure fin a n c ia l 
effects o f past transactions o r events o r the  present s ta tus  o f an asset or 
l ia b i l i t y . . . .  To p rov ide in fo rm a tio n  about the  past as an a id  in  assessing 
the  fu tu re  is  no t to  im p ly  th a t the  fu tu re  can be p red ic ted m ere ly  by 
e x tra p o la tin g  past trends o r re la tio nsh ips . Users o f the  in fo rm a tio n  need 
to  assess the  possible o r probable im p ac t o f factors th a t m ay cause change 
and fo rm  th e ir  ow n expectations about the  fu tu re  and its  re la tio n  to  the 
past.
B -18 . AcSEC believes th a t disclosures about an insurance  en te rp rise ’s lia b i l i­
ties  fo r un pa id  c la im s and c la im  ad ju s tm e n t expenses developm ent are use fu l 
in  u n de rs ta nd ing  the  insurance en te rp rise ’s lia b ilit ie s  and re su lts  o f opera­
tions. F u rthe rm o re , AcSEC notes the  disclosures are the  same as some o f the 
loss reserve developm ent disclosures th a t the  SEC requ ires re g is tra n ts  to file  
w ith  the  com m ission unde r Securities A c t G uide 6.
B -19 . P aragraph 60(a) o f FASB S ta tem ent No. 60, A c c o u n t in g  a n d  R e p o r t in g  
b y  In s u r a n ce E n te r p r i ses , requ ires  a ll insurance en terprises to  disclose the 
basis fo r e s tim a tin g  the  lia b ilit ie s  fo r un pa id  c la im s and c la im  ad jus tm en t 
expenses. F u rthe rm o re , FASB S ta tem ent No. 5, A c c o u n t in g  f o r  C o n t in g e n c ie s , 
requ ires  d isclosure o f loss contingencies no t accrued, fo r w h ich  i t  is  a t least 
reasonably possible th a t a loss has been in cu rred . Because o f the  re la tiv e ly  h ig h  
degree o f coverage lit ig a t io n  and the  la ck  o f h is to ric a l in fo rm a tio n  reg ard ing  
the  am oun t and n a tu re  o f bo th  know n and unasserted c la im s re la tin g  to 
d ifficu lt-to -e s tim a te  lia b ilit ie s  (such as those re la ted  to  en v iro nm en ta l re la ted  
illne ss  cla im s and toxic-w aste cleanup cla im s), tra d itio n a l loss rese rv ing  tech­
n iques m ay no t be used in  e s tim a tin g  such lia b ilit ie s . Therefore, a h ig h  degree 
o f ju d g m e n t is needed in  e s tim a tin g  the  am oun t o f losses, and practice  is 
developing in  the  area. A ccord ing ly , AcSEC believes fin a n c ia l s ta tem ent users 
w i ll b e ne fit fro m  disclosure o f the policies and m ethods m anagem ent has used 
fo r e s tim a tin g  these am ounts.
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D iscussion o f Comments Received on Exposure D ra ft 
B-20. A n  exposure d ra ft o f an  S sta tem ent o f P pos ition  (SOP), D is c lo s u re  o f  
C e r ta in  M a tte rs  in  th e  F in a n c ia l  S ta te m e n ts  o f  In s u ra n c e  E n te r p r is e s , was 
issued on A p r i l 20, 1994, and d is tr ib u te d  to  a v a rie ty  o f in te rested  pa rties  to 
encourage com m ent by those th a t w ou ld  be affected by  the  proposal. F o rty  
com m ent le tte rs  were received on the exposure d ra ft.
Risk-Based C a p ita l
B-21. A  num ber o f com m ents were received on the  risk-based ca p ita l d isclo­
sures. As discussed in  paragraphs B-5 th ro u g h  B-13, AcSEC decided to  consider 
a separate SOP a t a la te r date on risk-based ca p ita l disclosures. The comm ents 
w i ll be addressed a t th a t tim e.
P erm itted  S ta tu to ry  A ccoun ting  P ractices
B-22. A  num ber o f respondents to  the  exposure d ra ft o f the  SOP requested 
th a t the  disclosure requ irem en ts  fo r p e rm itte d  s ta tu to ry  accounting practices 
be postponed u n t il a fte r the  cod ifica tion  is  complete. AcSEC believes th a t the 
disclosures are especia lly im p o rta n t before cod ifica tion  to  im prove un de r­
s tand ing  o f the  factors th a t a ffect co m p a ra b ility  am ong the  s ta tu to ry  ca p ita l o f 
insurance en terprises.
B-23. Respondents asked fo r c la rific a tio n  o f how  disclosure o f the  m onetary 
effect o f s ta tu to ry  su rp lu s  w ou ld  be ca lcu la ted, p a rtic u la r ly  w hen the re  is  no 
prescribed accounting practice  to com pare w ith  the  p e rm itte d  practice. AcSEC 
agreed and revised the  exposure d ra ft to  sta te  th a t fo r p e rm itte d  s ta tu to ry  
accounting practices used w hen prescribed accounting practice  is  s ile n t, a 
descrip tion  o f the  tra n sa c tio n  is  su ffic ie n t. Respondents also asked fo r c la r if i­
ca tion  about w he the r the re  should be disclosure o f G A A P -pe rm itted  practices 
w hen the re  is  no prescribed s ta tu to ry  accounting. I f  an insurance com pany uses 
a G AAP p ractice  in  its  s ta tu to ry  fin a n c ia l s ta tem ents w hen the re  is  no p re ­
scribed practice , th a t is s t i l l  considered a p e rm itte d  s ta tu to ry  accounting 
practice. H ow ever, AcSEC agreed th a t no disclosures should be made fo r G AAP 
practices th a t are used w hen prescribed s ta tu to ry  practices do n o t specify the  
accounting fo r the  transaction .
B-24. Respondents suggested th a t the  req u ire m en t in  th e  exposure d ra ft to 
m ake a sta tem en t about the  cod ifica tion  be e lim in a ted . AcSEC agreed the 
disclosure m ig h t be confusing to  users o f fin a n c ia l statem ents, and e lim in a te d  
the  requ irem en t.
L ia b ility  fo r  U npa id  C la im s and  C la im  A d justm ent Expenses
B-25. The exposure d ra ft w ou ld  have req u ire d  disclosure o f in fo rm a tio n  about 
a c tu a ria l ad justm ents made fo r no n re cu rrin g  o r abnorm al experience. A  n u m ­
ber o f respondents suggested th a t th a t d isclosure req u ire m en t be e lim ina ted . 
AcSEC was persuaded th a t such a c tu a ria l ad jus tm ents  are a no rm a l p a rt o f 
m a k in g  estim ates th a t should n o t be disclosed in  the  fin a n c ia l s ta tem ents and 
e lim in a te d  the  requ irem en t.
Amendments to SOP 95-5
11. The fo llo w in g  replaces o r m odifies several paragraphs o f SOP 95-5 as 
a re s u lt o f the  com pletion o f the  N A IC  C od ification, as w e ll as o ther conform ing 
changes, in c lu d in g  SAS No. 87, R e s tr ic t in g  th e  Use o f  a n  A u d i to r ’s R e p o rt  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 532), and SAS No. 93, O m n i­
b u s  S ta te m e n t o n  A u d i t in g  S ta n d a rd s — 2 0 0 0  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  
vol. 1, A U  secs. 315, 508, and 622). N ew  language is underlined ; deleted 
m a te ria l is in  s trike th rou gh . The changes are effective fo r aud its  o f s ta tu to ry  
fin a n c ia l sta tem ents fo r fisca l years end ing on or a fte r December 15, 2001. 
There are no changes to the o rig in a l paragraph 23; th a t paragraph is included 
here fo r completeness.
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In tro d u c tio n  and Background
.01 A ll states req u ire  dom iciled  insurance en terprises to  su b m it to  the  state 
insurance com m issioner an an nu a l s ta tem ent on form s developed by the  
N a tio n a l A ssociation o f Insu rance C om m issioners (N A IC ). The states also 
re q u ire  th a t aud ited  s ta tu to ry  fin a n c ia l s ta tem ents be provided as a supple­
m en t to  the  an nu a l statem ents. C u rren tly , sS ta tu to ry  fin a n c ia l sta tem ents are 
prepared us ing  accounting p rinc ip le s  and practices “prescribed o r p e rm itte d  by 
the  in surance depa rtm en t re g u la to ry  a u th o rity  o f the  sta te  o f dom ic ile ,” re ­
fe rred  to  in  th is  S ta tem ent o f P osition  (SOP) as p re s c r ib e d  o r  p e r m it ted  s ta tu to r y  
a c c o u n t in g  p ra c tic e s . S ta tu to ry  accounting practices are considered an o ther 
com prehensive basis o f accounting (O CBO A) as described in  S ta tem ent on 
A u d itin g  S tandards (SAS) No. 62. S p e c ia l R e p o rts  (A IC P A , P ro fe s s io n a l S ta n d ­
a rd s . vol. 1, A U  sec. 623).
.02 The N A IC  is  in  th e p rocess o f cod ify i ng  s ta tu tory   accounting practices fo r 
ce rta in  insurance  e n te rp rises. W hen the  N A IC  completes the  cod ificatio n  o f 
s ta tu to ry  accounting p raet i ces the cod ifica tion), it  is  expected th a t t he  s ta tes 
w ill re q u ire  th a t  sta tu tory fin a n c ia l st a tem ents be prep a red us ing  accounting 
practices “prescribed in  th e N A IC ’s A c c o u n t in g  P r a c t ic es  a n d  P ro c ed u r es M a n ­
u a l , ”   re fe rred  t o in  th is  SOP as N A I C  c o d if ie d  s ta tu to r y  a c c o u n t in g . The 
insurance law s and regu la tions o f m ost states re q u ire  insurance companies 
dom ic iled  in  those states to  com ply w ith  the  guidance provided in  the  N A IC  
A c c o u n t in g  P ra c tic e s  a n d  P ro c e d u re s  M a n u a l except as o therw ise prescribed 
by sta te  law . In  1999, the  N A IC  com pleted a process to  cod ify s ta tu to ry  
accounting practices fo r ce rta in  insurance en te rp rises, re s u ltin g  in  a revised 
A c c o u n t in g  P ra c tic e s  a n d  P ro c e d u re s  M a n u a l (the revised M a n u a l), effective 
Ja n u a ry  1, 2001. I t  is expected th a t a ll states w ill re q u ire  in su re rs  to  com ply 
w ith  m ost, i f  no t a ll, p rovis ions o f the  revised M anua l. A u d ito rs  o f an insurance 
en te rp rise  should m o n ito r the s ta tus o f the  adoption o f the  revised M a n u a l by 
the  va riou s  state re g u la to ry  au tho ritie s .
T h is  SOP is  in te n d ed to  app ly  to  a u d its  o f s ta tu to ry  fin a n c ia l s ta tem ents 
pro- an d  post-codi f i ca tion . The te rm  s ta tu to ry  basis o f accounting i s used in  th is  
SOP to  re fe r to  w hatever is  accepted as the s ta tu to ry  basis o f accounting; 
cu rre n tly , th a t is  prescribed o r per m it ted s ta tu to r y  accounting. W hen  cod ifica ­
t io n  is  com ple te , i t  is  cxpect ed  th a t th e  s ta tu tory  basis o f accounting w ill be 
N A IC -codified s ta tu to ry  accounting.
Prescribed-or-Perm itted S ta tu to ry  A ccoun ting  P ractices
.03 .04 Prescribed s ta tu to ry  accounting practices cu rre n tly  are those practices 
th a t are incorpora ted  d ire c tly  o r by reference i n clu d ed in  sta te  law s, reg u la ­
tions , and genera l a d m in is tra tiv e  ru les  app licab le  to  a ll insurance en terprises 
dom ic iled  in  a p a rtic u la r  sta te ,; t. The N A IC  A n n u a l S ta te m e n t I n s t r u c t io n s ; 
the  N A IC  A c c o u n t in g  P ra c t ic es a n d  P r o ced u r es M a n u a ls ; the  S e c u r it ies V a lu ­
a t i o n  M a n u a l (pu bl i sh ed by the  N A IC  Securities V a lu a tion  O ffice); N A IC
of f ic ia l proceedings; and th e N A IC  E x a m in e r ’s  H a n d b o o k . States m ay adopt 
the  revised M a n ua l in  w hole o r in  p a rt as an elem ent o f prescribed s ta tu to ry  
accounting practices in  those states. If.  however, the  requ irem en ts  o f s ta te  laws, 
regu la tions, and a d m in is tra tiv e  ru les d iffe r from  the  guidance p rov ided in  the 
revised M a n ua l o r subsequent revis ions, those s ta te  law s, regu la tions, and 
a d m in is tra tiv e  ru les  w i ll take  precedence. A u d ito rs  o f insurance en terprises 
should rev iew  state law s, regu la tions, and a d m in is tra tiv e  ru les  to  determ ine 
the  specific prescribed s ta tu to ry  accounting practices app licab le  in  each state.
.04 .05 P e rm itte d  s ta tu to ry  accounting practices inc lude  practices no t p re ­
scribed in  the  sources by the  d o m ic ilia ry  state as described in  pa rag raph .04 
.03. above, b u t a llow ed by the  d o m ic ilia ry  state insurance dep a rtm e n t r egula­
to ry  a u th o rity . A n  I insurance e n te rp ris e s  m a y  re q u e s t p e rm is s io n  fro m  th e
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d o m ic ilia ry  sta te  insu ra nce dep a rtm e n t re g u la to ry  a u th o r ity  to use a specific 
accounting practice  in  the  p re pa ra tion  o f the  en te rp rise ’s s ta tu to ry  fin a n c ia l 
sta tem ents (a) w hen  i f  i t  w ishes to  depart from  th e  sta te  prescribed s ta tu to ry  
accounting practices, o r (6) when  i f  prescribed s ta tu to ry  accounting practices 
do n o t address the  accounting fo r the  transa c tion (s). A ccord ing ly , p e rm itte d  
accounting practices d iffe r from  sta te  to  state, m ay d iffe r from  com pany to 
com pany w ith in  a s tate, and m ay change in  the  fu tu re .
N A IC -C od ifi ed  S ta tu to ry  Accou n tin g
The  N A IC  undertook the p ro jec t to codify s ta tu to ry  account ing p ractices 
because th e c u rren t p rescribed o r perm itte d  s ta tu to y  accounting model  r esults 
in  practices th a t m ay va ry  w ide ly— not on ly  fro m  s ta te t o state, b u t fo r insurance 
en te rp rises w ith in  a  s ta te. The codification is  expected to  re su lt in  a h iera rch y  o f 
sta tu to ry  accounting practices th a t w ill provide a comprehensive basis o f account­
in g  th a t can  be app lied consis ten tly  to a ll insurance enterprises. C u rren t sta tu to ry  
accounting practices a re considered an o ther comprehensive basis o f accounting 
(OCBO A) under  Sta tem ent on A u d itin g  S tandards (SAS) No. 62 , S p ec ia l Rep o r ts . 
W hen  cod ific a tion  i s complete, i t  is an tic ipated th a t a s ta tu to ry  basis o f accoun ting  
fo r in su ra n ce ente rp rises o ther  tha n  N A IC -cod ified  s ta tu to ry  accounting w ill be 
consider ed  neith er  genera lly  accepted accounting p rinc ip les (GAAP) nor  OCBOA.1 
SAS No. 62, paragraphs 27 to 30, provides guidance on rep o rtin g  on  fina nc ia l 
statem ents  p repared on a  basis o f  accounting p rescribed in  an agreem ent th a t 
r esu lts  in  a  p resentation th a t is  no t in  con fo rm ity  w ith  G AAP o r O CBOA. T ha t 
guidance is for  fin a n cia l statem ents prepared in  accordance w i th  a n  agreemen t 
(for  exam p le, a l oan agreem ent) and th a t fo rm  o f repo rt should no t be used fo r 
s ta tu to ry  fina nc ia l statem ents  o f insurance en te rp rises. 
1  W hen th e  cod ifica tion  i s com plete, ce rta in  am end m en ts  to  SAS N o. 62-w ou ld  
be req u ired.
O ther R elevant A IC PA Pronouncem ents
.05. 0 7  D u rin g  1994, th e  A IC P A  issued the  fo llo w in g  tw o pronouncem ents th a t 
address s ta tu to ry  accounting practices and s ta tu to ry  fin a n c ia l statem ents. 
These docum ents were am ended by SOP 01-5. A m e n d m e n ts  to  S p e c if ic  A IC P A  
P ro n o u n c e m e n ts  fo r  C h a n g e s  R e la te d  to  th e  N A IC  C o d if ic a t io n  [section 10,8401.
a . SOP 94-1, In q u ir ie s  o f  S ta te  In s u ra n c e  R e g u la to rs  [section 11,290], requ ires, 
fo r each a u d it, a u d ito rs  to  ob ta in  s u ffic ie n t com petent e v id e n tia l m a tte r to 
corroborate m anagem ent’s assertion th a t p e rm itte d  s ta tu to ry  accounting 
practices th a t are m a te ria l to  an insurance en te rp rise ’s fin a n c ia l statem ents 
are p e rm itte d  by the  insurance depa rtm en t re g u la to ry  a u th o rity  o f the  state 
o f dom icile.
b. SOP 94-5, D is c lo s u re s  o f  C e r ta in  M a tte rs  in  th e  F in a n c ia l  S ta te m e n ts  o f  
In s u ra n c e  E n te rp r is e s  [section 10,630], requ ires insurance  en terprises to 
disclose in fo rm a tio n  about prescribed and p e rm itte d  s ta tu to ry  accounting 
practices in  th e ir  fin a n c ia l statem ents.
A p p lic a b ility
.06 .08 T h is  SOP applies to  a ll aud its  o f s ta tu to ry  fin a n c ia l sta tem ents o f 
insurance  en te rp rises th a t f ile  fin a n c ia l s ta tem ents w ith  state re g u la to ry  
a u th o ritie s  insurance departm ents , in c lu d in g  stock and m u tu a l insurance 
enterprises. Insu rance  en terprises th a t prepare s ta tu to ry  fin a n c ia l sta tem ents 
inc lude  life  and h e a lth  insurance  en terprises, p ro pe rty  and casua lty  insurance 
en terprises, t it le  insurance en terprises, m ortgage g u a ra n ty  insurance en te r­
prises, assessment enterprises, fra te rn a l b e ne fit societies, rec ip roca l o r in te r ­
insurance exchanges, pools, syndicates, cap tive  insurance companies, fin a n c ia l 
g u a ra n ty  insurance  en terprises, h e a lth  m ain tenance o rgan izations, and hospi­
ta l, m edica l, and de n ta l service o r in d e m n ity  corporations.
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.0 7 .0 9  T h is  SOP supersedes SOP 90-10, R e p o rts  o n  A u d ite d  F in a n c ia l  S ta te ­
m e n ts  o f  P ro p e r ty  a n d  L ia b i l i t y  In s u ra n c e  C o m p a n ie s . I t  also am ends the  
A IC P A  A u d it and A ccounting  G uides A u d its  o f  P ro p e r ty  a n d  L ia b i l i t y  In s u ra n c e  
C o m p a n ie s  and L ife  a n d  H e a lth  In s u ra n c e  E n t i t ie s .  th e A IC P A  In d u s try  A u d it 
G u ide A u d its o f S to c k  L i fe  In s u ra n c e  C o m p a n ie s .2
2 T h e A IC P A  is  re v isin g  the  A u d it  and A ccoun t in g G uide A u d i t s of  L i f e a n d  
H ea l t h  In s u ra n c e  E n t i t ies ,  w h ic h  w ill incorpora te  th is  SOP.
C o n c lu s io n s
Superseding S tatem ent o f P os ition  90-10, R e p o rts  o n  A u d ite d  F in a n c ia l 
S ta tem en ts  o f P ro p e rty  a n d  L ia b il ity  In s u ra n c e  C om panies
.08.1 0  A u d ito rs  should no t issue reports  on s ta tu to ry  fin a n c ia l s tatem ents as 
to  fa ir  p resen ta tion  in  co n fo rm ity  w ith  th e  s ta tu to ry  accounting practices basi s 
of  acco u n tin g  th a t inc lude  a d isc la im er o f op in ion  as to  fa ir  p resen ta tion  in  
con fo rm ity  w ith  gene ra lly  accepted accounting p rinc ip le s  (GAAP).
G eneral-Use D is tr ib u tio n  Reports
.09 .11  U n der  SAS No. 62, i I f  an insurance  en te rp rise ’s s ta tu to ry  fin a n c ia l 
s ta tem ents are in tended fo r d is tr ib u tio n  o the r th a n  fo r f il in g  w ith  the  reg u la ­
to ry  a u th o ritie s  insu rance  departm en ts  to  whose ju r is d ic tio n  the  insurance 
en te rp rise  is  subject, the  a u d ito r o f those sta tem ents should use th e  genera l-use 
d is tr ib u tio n  fo rm  o f re p o rt fo r fin a n c ia l s ta tem ents th a t la ck  co n fo rm ity  w ith  
G AAP (SAS No. 62, S p e c ia l R e p o rts  [A IC P A . P ro fe s s io n a l S ta n d a r d s . vol. 1. 
A U  sec. 6231). Par ag raph .04 in  SAS No. 1. C o d if ic a t io n  o f  A u d i t in g  S ta n d a rd s  
a n d  P ro c e d u re s  (A IC P A . P ro fe s s io n a l S ta n d a r d s , vo l. 1. “Lack o f C o n fo rm ity  
W ith  G enera lly  Accepted A ccounting  P rin c ip les .”  A U  sec. 544.04)Lack o f  C o n ­
fo r m it y  W ith  G en e r a lly  A c c e p te d  A c c o u n t in g  P r in c ip le s , ( A IC P A , P ro fes s io n a l 
S ta n d a rd s ,  v o l. 1, A U  sec. 544), requ ires the  a u d ito r to  use the  s tandard  fo rm  
o f re p o rt described in  SAS No. 58, R e p o rts  o n  A u d ite d  F in a n c ia l  S ta te m e n ts  
(A IC P A . P ro fe s s io n a l S ta n d a rd s , vol. 1. A U  sec. 508). m od ified  as approp ria te  
because o f departu res from  GAAP.
.10 .12  A lth o u g h  i t  m ay no t be p racticab le  to  de te rm ine  the  am oun t o f 
d iffe rence between G AAP and th e  s ta tu to ry  accounting practices basi s  o f 
accoun tin g , the  n a tu re  o f the  differences is  know n. The differences gene ra lly  
e x is t in  s ig n ific a n t fin a n c ia l s ta tem ent item s, and are believed to  be m a te ria l 
and pervasive to  m ost insurance en terprises ’ fin a n c ia l statem ents. Therefore, 
the re  is  a re b u ttab le  p resum p tion  th a t the  differences between G AAP and th e  
s ta tu to ry  accounting practices basis o f  accounting are m a te ria l and pervasive. 
Therefore, aAu d ito rs  should express an adverse op in ion  w ith  respect to  con­
fo rm ity  w ith  G AAP (re fe r to SA S No. 58, pa rag raph 67), un less the  au d ito r 
determ ines the  differences between G AAP and th e  s ta tu to ry  accounting prac­
tices b a si s o f accounting are no t m a te ria l and pervasive.
.11 .13  Paragraphs 68 and 6 9  in  -SAS No. 58 requ ires an The a u d ito r, w hen 
expressing an adverse op in ion , is  req u ire d  to disclose in  a separate exp lana to ry  
paragraph(s) preced ing the  op in ion  pa rag raph  in  h is  o r he r re p o rt (a ) a ll o f the  
substan tive  reasons fo r the  adverse op in ion , and (b ) the  p rin c ip a l effects o f the  
subject m a tte r o f the  adverse op in ion  on fin a n c ia l position , resu lts  o f operations, 
and cash flow s, i f  p racticab le31 (A U  sec. 508.59 and .60). I f  the  effects are no t 
reasonably de te rm inab le , the  re p o rt should so state, and also should state th a t 
the  differences are presum ed to  be m a te ria l. F u rthe rm o re , the  notes to  the 
s ta tu to ry  fin a n c ia l statem ents should discuss th e  s ta tu to ry  accounting prac­
tices basi s o f accounting and describe how  those practices d iffe r fro m  GAAP.
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.12 .14  A fte r  expressing an adverse o r  q u a lifie d  op in ion  on the  s ta tu to ry  
fin a n c ia l s ta tem ents as to  con fo rm ity  w ith  G AAP, au d ito rs  m ay express an 
op in ion  on w h e the r the  s ta tu to ry  fin a n c ia l sta tem ents are presented in  con­
fo rm ity  w ith  th e  s ta tu to ry  accounting practices, basis o f accounting un de r SAS 
No. 1, section 544. I f ,  as a n tic ip a ted, N A IC  cod ified- s ta tu tory  accounting 
becomes the  s ta tu tory  basis o f accounting, an acco u n tin g  p ra c tice th at  depar ts  
from  th a t basis o f accounting, regard less o f w he ther  requ ired  by  sta te law y or  
per m it ted by  s tat e r egu la to rs , w ou ld  be consider ed an exception to  th e s ta tu to ry  
basis o f accounting. A cco rd ing ly , I f  such departu res from  s ta tu to ry  accounting 
practices are found to  ex is t and are considered to  be ar e m a te ria l, the  aud ito rs  
should express a q u a lifie d  o r adverse op in ion  on the  s ta tu to ry  fin a n c ia l s ta te ­
m ents ju s t  as the y  w ou ld  under SAS No. 58 (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  
vol. 1, A U  sec. 508) reg a rd ing  con fo rm ity  w ith  G AAP.4
.13 .15  F o llow ing  is  an illu s tra tio n  o f an independent a u d ito r’s re p o rt on the 
genera l-use d is tr ib u tio n  s ta tu to ry  fin a n c ia l sta tem ents o f an insurance en te r­
prise  prepared in  con fo rm ity  w ith  prescribcd-er -p e rm it t ed s ta tu to ry  account­
in g  practices, w h ich  conta ins an adverse op in ion  as to  con fo rm ity  w ith  GAAP, 
and an u n q u a lifie d  op in ion  as to  con fo rm ity  w ith  th e  s ta tu to ry  accounting 
practices basis o f accounting. In  th is  illu s tra tiv e  report, i t  is  assumed th a t the 
effects on the  s ta tu to ry  fin a n c ia l sta tem ents o f the  differences between G AAP 
and th e  s ta tu to ry  accounting practices basis o f accounting are no t reasonably 
determ inab le .
SAS No. 32, A d e q u a c y  o f  D is c lo s u re  in  th e  F in a n c ia l  S ta te m e n ts  (A IC P A , 
P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 431), defines p racticab le  as “ the 
in fo rm a tio n  is  reasonably ob ta inab le  from  m anagem ent’s accounts and 
records and th a t p ro v id in g  the  in fo rm a tio n  in  h is  re p o rt does no t re q u ire  the 
a u d ito r to  assume the position  o f a p repa re r o f fin a n c ia l in fo rm a tio n .” F or 
exam ple, i f  the  in fo rm a tio n  can be ob ta ined from  the  accounts and records 
w ith o u t the  a u d ito r su b s ta n tia lly  increas ing  the  e ffo rt th a t w ou ld  n o rm a lly  
be req u ire d  to  com plete the  a u d it, the  in fo rm a tio n  should be presented in  
th e  a u d ito r’s report.
4  See foo tno te 1.
Independent A u d ito r ’s R eport
To the  Board o f D irec to rs  
A B C  Insu rance  Com pany
We have aud ited  the  accom panying s ta tu to ry  sta tem ents o f ad m itte d  
assets, lia b ilit ie s , and su rp lus  o f A B C  Insu rance C om pany as o f Decem­
ber 31, 1920X2 and 1920X1, and the  re la ted  s ta tu to ry  s ta tem ents o f 
incom e and changes in  surp lus , and cash flow s fo r the  years the n  ended. 
These fin a n c ia l s ta tem ents are the  re sp o n s ib ility  o f the  Com pany’s 
m anagem ent. O u r re sp o n s ib ility  is  to  express an op in ion  on these f in a n ­
c ia l sta tem ents based on ou r aud its .
We conducted ou r au d its  in  accordance w ith  gen e ra lly  accepted a u d itin g  
standards ge ne ra lly  accepted in  the  U n ite d  S tates o f A m erica . Those 
standards req u ire  th a t we p la n  and pe rfo rm  the  a u d it to  ob ta in  reason­
able assurance about w he the r the  fin a n c ia l sta tem ents are free o f 
m a te ria l m issta tem ent. A n  a u d it includes exam in ing , on a te s t basis, 
evidence sup po rting  the  am ounts and disclosures in  the  fin a n c ia l s ta te ­
m ents. A n  a u d it also includes assessing the  accounting p rinc ip le s  used 
and s ig n ific a n t estim ates made by m anagem ent, as w e ll as eva lu a tin g  
the  ove ra ll fin a n c ia l s ta tem ent p resen ta tion . We believe th a t ou r au d its  
p rov ide a reasonable basis fo r ou r op in ion.
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As described m ore fu lly  in  Note X  to the  fin a n c ia l s tatem ents, the  
Com pany prepared these fin a n c ia l s ta tem ents us ing  accounting prac­
tices prescribed o r p e rm itte d  by the  Insu rance D epa rtm e n t o f the  S tate 
o f [s ta te  o f  d o m ic i le ] ,5 w h ich  practices d iffe r from  gene ra lly  accepted 
accounting p rinc ip les . The effects on the  fin a n c ia l statem ents o f the  
variances between th e  s ta tu to ry  accounting practices basis o f accou n tin g  
and general ly  accepted accounting p rinc ip le s  ge ne ra lly  accepted in  the  
U n ite d  S tates o f A m erica , a lthough  no t reasonably de te rm inab le , are 
presum ed to  be m a te ria l.
In  o u r op in ion , because o f the  effects o f the  m a tte r discussed in  the 
preced ing pa rag raph , the  fin a n c ia l s ta tem ents re fe rred  to above do no t 
p resen t fa ir ly , in  con fo rm ity  w ith  gene ra ll y accep ted accounting p r in c i­
ples ge ne ra lly  accepted in  the  U n ite d  S tates o f A m erica , the  fin a n c ia l 
pos ition  o f ABC  Insu rance C om pany as o f Decem ber 31, 2019X 2 and 
2019X 1, o r the re su lts  o f its  operations o r its  cash flow s fo r the years 
th e n  ended.
In  ou r op in ion , the  fin a n c ia l s ta tem ents re fe rred  to  above present fa ir ly , 
in  a ll m a te ria l respects, the  a d m itte d  assets, lia b ilit ie s , and su rp lu s  o f 
A B C  Insu rance  C om pany as o f December 31, 2019X2 and 2019X1, and 
the  resu lts  o f its  operations and its  cash flow s fo r the  years the n  ended, 
on the  basis o f accounting described in  Note X.
5 If, as  an tic ip a ted , N A IC -cod if ied s ta tu to ry  accounting becomes the  sta tu t ory 
basis o f accounting; th is  pa rag raph should be- m od ificd  to st at e  th a t the 
com pany prepar ed the  fina nc i al  sta tem en ts u sin g  accounting practices 
“pr escribed by th e  N A IC ’s A ccounting P racti ces a n d  Procedures M an u a l,”  or  
o th e r app ro p ria te  language.
Lim ited-U se D istr ib u tio n  Reports
.14 .16 Prescribed-or-perm itted  s ta tu to ry  accounting practices fo r insurance 
en terprises c u rre n tly  i s are considered an O CBO A as described in  SAS No. 62 
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 623). I f  an insurance en te r­
p rise ’s s ta tu to ry  fin a n c ia l sta tem ents are in tended solely fo r f il in g  w ith  state 
re g u la to ry  a u th o ritie s  insurance departm ents to  whose ju r is d ic tio n  the  in s u r­
ance en te rp rise  is  subject, the  a u d ito r m ay use the  fo rm  o f re p o rt fo r fin a n c ia l 
s ta tem ents prepared in  accordance w ith  a com prehensive basis o f accounting 
o th e r th a n  GAAP. P aragraph .0 5 f o f SAS No. 62 recognizes th a tSuch re p o rtin g  
is app rop ria te  even though the  a u d ito r’s rep o rt m ay be made a m a tte r o f pub lic  
record (A U  sec. 623.05f ) .  However, th a t pa rag raph  fu r th e r states th a t lim ite d - 
use d is tr ib u tio n  reports  m ay be used on ly  i f  the  fin a n c ia l s ta tem ents and rep o rt 
are in tended  solely fo r f il in g  w ith  the  re g u la to ry  agencies to  whose ju r is d ic tio n  
the  insurance en te rp rise  is  subject. The a u d ito r’s re p o rt should con ta in  a 
s ta tem ent th a t the re  is  a re s tr ic tio n  on d is tr ib u tio n  the  use o f the  s ta tu to ry  
fin a n c ia l sta tem ents to  those w ith in  the  insurance en te rp rise  and fo r f il in g  w ith  
the  state re g u la to ry  a u th o ritie s  in su r ance departm ents to  whose ju r is d ic tio n  
the  insurance en te rp rise  is  subject.
.15 A lth o u g h  a u d itin g  standards do n o t p ro h ib it an a u d ito r from  issu ing  
lim ite d -use d is tr ib u tio n  and genera l-use d istr ib u tio n  reports  on the  same 
s ta tu to ry  fin a n c ia l s tatem ents o f an insurance en te rp rise , i t  is  p re fe rab le  to 
issue on ly  one o f those types o f reports. Few, i f  any, insurance en terprises th a t 
do no t prepare fin a n c ia l sta tem ents in  accordance con fo rm ity  w ith  G AAP w ill 
be able to  fu l f i l l  a ll o f th e ir  re p o rtin g  ob liga tions w ith  lim ite d -use d istr ib u tio n  
s ta tu to ry  fin a n c ia l statem ents.
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.16 .18 F o llow ing  is  an illu s tra tio n , adapted fro m  pa rag raph  8 o f SAS No. 62 
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 623.08), o f an u n q u a lifie d  
a u d ito r’s re p o rt on lim ite d -use d is tr ib u tio n  s ta tu to ry  fin a n c ia l statem ents 
prepared in  con fo rm ity  w ith  prescribed-o r-p c rm ittc d  s ta tu to ry  accounting 
practices.
Independent A u d ito r ’s R eport
To the  B oard o f D irec to rs  
X YZ Insu rance Com pany
We have aud ited  the  accom panying s ta tu to ry  s ta tem ents o f ad m itte d  
assets, lia b ilit ie s , and surp lus  o f X YZ Insu rance  Com pany as o f Decem­
ber 31, 2019X2 and 2019X1, and the  re la ted  s ta tu to ry  sta tem ents o f 
incom e and changes in  surp lus, and cash flow s, fo r the  years the n  ended. 
These fin a n c ia l s ta tem ents are the  re sp o n s ib ility  o f the  C om pany’s 
m anagem ent. O u r re sp o n s ib ility  is  to  express an op in ion  on these fin a n ­
c ia l sta tem ents based on ou r aud its .
W e conducted ou r au d its  in  accordance w ith  gen e ra lly  accepted a u d itin g  
standards gene ra lly  accepted in  the  U n ite d  States o f A m erica . Those 
standards req u ire  th a t we p la n  and pe rfo rm  the  a u d it to  ob ta in  reason­
able assurance about w he the r th e  fin a n c ia l s tatem ents are free o f 
m a te ria l m issta tem ent. A n  a u d it inc ludes exam in ing , on a tes t basis, 
evidence sup po rting  the  am ounts and disclosures in  the  fin a n c ia l s ta te ­
m ents. A n  a u d it also inc ludes assessing the  accounting p rinc ip le s  used 
and s ig n ific a n t estim ates made by m anagem ent, as w e ll as eva lu a ting  
the  ove ra ll fin a n c ia l s ta tem ent p resen ta tion . We believe th a t ou r au d its  
provide a reasonable basis fo r ou r op in ion.
As described m ore fu lly  in  Note X  to  the  fin a n c ia l s tatem ents, these 
fin a n c ia l s ta tem ents were prepared in  con fo rm ity  w ith  accounting prac­
tices prescribed o r p e rm itte d  by the  Insu rance  D epa rtm en t o f the  S tate 
o f [s ta te  o f  d o m ic i le ] ,6 w h ich  is a com prehensive basis o f accounting o ther 
th a n  gene ra lly  accepted accounting p rinc ip les .
In  ou r op in ion , the  fin a n c ia l statem ents re fe rred  to above present fa ir ly , 
in  a ll m a te ria l respects, the  ad m itte d  assets, lia b ilit ie s , and su rp lus  o f 
X Y Z  Insu rance Com pany as o f December 31, 2019X2 and 2019X1, and 
the  resu lts  o f its  opera tions and its  cash flow s fo r the  years the n  ended, 
on the  basis o f accounting described in  N ote X.
T h is  re p o rt is  in tended sole ly fo r the  in fo rm a tio n  and use o f the  board o f 
d irecto rs and the  m anagem ent o f X YZ Insu rance Com pany and sta te  
insurance departm ents to  whose ju r is d ic tio n  the  com pany is subject and 
is  no t in tended to  be and should no t be used by  anyone o the r th a n  these 
specified parties.
6 I f , as an t ic ip a ted, N A IC -codified s ta tu to ry  accou n tin g  becomes th e s ta tu to ry  
basis o f accounting, th is  pa rag raph should be m od ifie d  to s ta te th a t th e 
com pany p repared the  fin a n c ia l sta tem ents usin g  accounting p ractices 
“p rescr ib ed  by th e N A IC ’s A ccounting  P rac tices and Pr oce d u res M a n u a l,” o r 
o the r ap p rop ria te  language.
.19  In  accordance w ith  pa rag raph  10 o f SAS N o. 62,  th e no tes accom panying  
an insurance en terp r is e’s st at u to ry  fin a n c ia l s ta tem en ts sh ou ld  con ta in  a 
sum m a ry  o f s ig n ifica n t accounting po licies th a t d iscusses  th e sta tu to ry  basis 
o f acco u n tin g and  describes how  the  basis  d if fers from  GA AP. H ow ev er, the  
effects o f th e di ffe rences need no t be q u a n tifie d .
AAG-PLI APP W
Statement o f P osition  01-5 525
G eneral-Use and  L im ite d -Use D is tr ibu tio n  Reports
.17 The notes accom panying an insurance en te rp rise ’s s ta tu to ry  fin a n c ia l 
sta tem ents should con ta in  a sum m ary o f s ig n ifica n t accounting po licies th a t 
discuss s ta tu to ry  accounting practices and describe how  th is  basis d iffe rs  from  
G AAP (A U  sec. 623.10). In  general-use s ta tu to ry  fin a n c ia l statem ents, the  
effects o f the  differences should be disclosed, i f  q u an tified . However, in  lim ite d - 
use s ta tu to ry  fin a n c ia l s tatem ents, the  effects o f the  differences need no t be 
q u a n tifie d  o r disclosed.
.1 8 .20  The a u d ito r should consider the  need fo r an exp lana to ry  pa rag raph (or 
o the r exp lana to ry  language) unde r the  circum stances described in  pa rag raph 
11 o f SAS No. 58 (A U  sec. 508.11)and pa rag raph  31 o f SAS No. 62 (A U  sec. 
623.31) regard less o f any o f the  fo llow ing :
a . The type o f re p o rt— genera l-use o r lim ite d-use di s tr ib u tio n
b . The op in ion  expressed— un qu a lifie d , qu a lified , o r adverse
c. W he th e r the  a u d ito r is  re p o rtin g  as to  con fo rm ity  w ith  G AAP o r con fo rm ity  
w ith  the  s ta tu to ry  accounting practices basis o f -accounting
F or exam ple, in  a general-use d is tr ib u tio n  report, an a u d ito r m ay express an 
adverse op in ion  as to  con fo rm ity  w ith  G AAP and an u n q u a lifie d  op in ion  as to 
con fo rm ity  w ith  the  s ta tu to ry  accounting practices basi s o f accounting, and also 
conclude the re  is a need to  add an exp lana to ry  pa rag raph reg a rd ing  sub s tan tia l 
doubt about the  insurance en te rp rise ’s a b ility  to  con tinue as a going concern; 
such pa rag raph should fo llow  bo th  op in ion  paragraphs.
.19 .21  A s  d iscussed in -pa rag raph 37 o f SAS No. 58 and pa rag raph  3 1  of  SAS 
N o. 62, in  a separate  pa rag raph o f the  au d ito rs  rep o rt. t The a u d ito r m ay w ish  
to em phasize a m a tte r in  a separate pa rag raph  o f the  a u d ito r’s re p o rt [A U  
sections 508.37 and 623.31] . W hen an insurance en te rp rise  prepares its  f in a n ­
c ia l statem ents us ing  accounting practices prescribed or p e rm itte d  by the 
in su ra n ce depart m en t re g u la to ry  a u th o rity  o f the  sta te  o f dom icile  and has 
s ig n ifica n t transactions th a t i t  reports  us ing  p e rm itte d  accounting practices 
th a t m a te r ia lly  a ffect the  insurance en te rp rise ’s s ta tu to ry  cap ita l,7 the  a u d ito r 
is  s tro n g ly  encouraged to  inc lude  an em phasis-of-a-m atter pa rag raph  in  the 
re p o rt describ ing the  p e rm itte d  practices and th e ir  effects on s ta tu to ry  cap ita l.
7  I f ,  as a n tic ip a te d , N A IC -c o d if ied s ta tu to ry  a c co u n tin g  rep laces t h e 
p rescribed o r p e rm itted s ta tu tory  bas is  o f accounting; such  p e rm itte d  
practices w o u ld  be consider ed  depa rtu res fro m  the  s ta tu to ry  basis o f 
accounting.
.2 0 .22  A n  exam ple o f an em phasis-o f-a-m atter pa rag raph fo llow s:
As discussed in  N ote  X  to  the  fin a n c ia l s tatem ents, the  C om pany received 
perm ission from  the  Insu rance  D epa rtm e n t o f the  [s ta te  o f  d o m ic i le ]  in  
2019X X  to  w r ite  up its  home office p ro pe rty  to  appra ised value; under 
prescribed s ta tu to ry  accounting practices home office p ro pe rty  is ca rried  
a t depreciated cost. As o f December 31, 2019X5, th a t p e rm itte d  account­
in g  practice  increased s ta tu to ry  surp lus  by $XX m illio n  over w h a t i t  
w ou ld  have been had the  prescribed accounting practices been fo llowed.
.21 I f  subsequent to  the  in it ia l adoption o f the  revised M a n u a l the re  has been 
a change in  accounting p rinc ip le s  o r in  the  m ethod o f th e ir  ap p lica tio n  th a t has 
a m a te ria l effect on th e  co m p ara b ility  o f th e  com pany’s fin a n c ia l statem ents, 
the  a u d ito r should re fe r to  the  change in  an exp lana to ry  pa rag raph  o f the  rep o rt 
(A U  sec. 508.16). The exp lana to ry  pa rag raph  (fo llow ing  the  op in ion  parag raph)
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sta tem ents th a t discusses the  change. The a u d ito r’s concurrence w ith  a change 
is  im p lic it,  unless the  a u d ito r takes exception to  the  change in  expressing the  
op in ion  as to  the  fa ir  p resen ta tion  o f the  fin a n c ia l s ta tem ents in  con fo rm ity  
w ith  G AAP or the  s ta tu to ry  accounting practices.
.22 A n  exam ple o f an exp lana to ry  pa rag raph fo llow s:
As discussed in  N ote  X  to  the  fin a n c ia l s tatem ents, the  C om pany changed 
its  m ethod o f accounting fo r gu a ra n ty  funds and o th e r assessments.
M u tu a l L ife  In s u ra n c e  E n te rp r is e s
.23 In  A p r il 1993, the  F in a n c ia l A ccoun ting  S tandards Board (FASB) issued 
In te rp re ta tio n  No. 40, A p p l ic a b i l i t y  o f  G e n e ra lly  A c c e p te d  A c c o u n t in g  P r in c i ­
p le s  to  M u tu a l  L i fe  In s u ra n c e  a n d  O th e r  E n te rp r is e s , w h ich  concludes th a t 
m u tu a l life  insurance en terprises can no longer issue s ta tu to ry  fin a n c ia l 
s tatem ents th a t are described as “in  con fo rm ity  w ith  gene ra lly  accepted ac­
counting  p rin c ip le s .” In te rp re ta tio n  No. 40, as amended by FASB S ta tem en t o f 
F in a n c ia l A ccounting  S tandards No. 120, A c c o u n t in g  a n d  R e p o r t in g  b y  M u tu a l  
L ife  In s u ra n c e  E n te rp r is e s  a n d  b y  In s u ra n c e  E n te rp r is e s  f o r  C e r ta in  L o n g -D u ­
r a t io n  P a r t ic ip a t in g  C o n tra c ts , is e ffective fo r fin a n c ia l sta tem ents issued fo r 
fisca l years be g inn ing  a fte r December 1 5 , 1995. (FASB S ta tem ent No. 120 does 
no t change the  disclosure and o the r tra n s itio n  p rovis ions o f In te rp re ta tio n  No.
40.) F o r s ta tu to ry  fin a n c ia l s ta tem ents o f m u tu a l life  insurance en terprises 
issued before th a t e ffective date, au d ito rs  m ay re p o rt on the  s ta tu to ry  fin a n c ia l 
s tatem ents as be ing in  con fo rm ity  w ith  ge ne ra lly  accepted accounting p r in c i­
ples.
E ffe c tiv e  D ates
.24 T h isThe provis ions o f th is  SOP as o r ig in a lly  issued in  1995 should be 
app lied  to  a u d its  o f s ta tu to ry  fin a n c ia l s ta tem ents fo r years ended on o r a fte r 
December 31, 1996. The am endm ents to  th is  SOP are effective fo r au d its  o f 
s ta tu to ry  fin a n c ia l s ta tem ents fo r fisca l years end ing on o r a fte r December 15. 
2001. R etroactive  ap p lica tio n  is  no t pe rm itte d .
Amendments to SOP 94-1
12. The fo llow ing  replaces or m odifies several paragraphs o f SOP 94-1 as 
a re s u lt o f the  com pletion o f the N A IC  C od ifica tion. N ew  language is under­
lined ; deleted m a te ria l is in  s trike th rou gh . The changes are effective fo r aud its  
o f s ta tu to ry  fin a n c ia l sta tem ents fo r fisca l years ending on or a fte r December
15, 2001. There are no changes to the  o rig in a l paragraphs 1 and 4; those 
paragraphs are included here fo r completeness.
In tro d u c tio n
.01 T h is  S ta te m e n t o f P pos ition  (SOP) addresses the  a u d ito r’s considera tion 
o f re g u la to ry  exam inations as a source o f ev id e n tia l m a tte r in  conducting an 
a u d it o f an insurance en te rp rise ’s fin a n c ia l s tatem ents and the  a u d ito r’s 
eva lu a tion  o f m a te ria l p e rm itte d  s ta tu to ry  accounting practices.
A p p lic a b ility
.02 T h is  SOP applies to  au d its  o f fin a n c ia l sta tem ents o f life  insurance 
en te rp rises,1 p ro pe rty  and casua lty  insurance en terprises, t it le  insurance 
enterprises, m ortgage g u a ra n ty  insurance en terprises, assessment enterprises, 
fra te rn a l b e ne fit societies, rec iproca l o r in te rin su ra n ce  exchanges, pools o ther 
th a n  p u b lic -e n tity  r is k  pools, syndicates, and captive in su ra nce  com panies. I t
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amends chapters 2 (“A u d it C onsidera tions” ) o f the  A IC P A  A u d it and Account­
in g  Guides A u d its  o f  P ro p e r ty  a n d  L ia b i l i t y  In s u ra n c e  C o m p a n ie s  and L ife  a n d  
H e a lth  In s u ra n c e  E n t i t ie s ch a p t e r  9 (“A u d itin g  Pr oced u res”) of th e A IC P A  
In dust r y  A u d it G u ide A u d its  o f  S to c k  L i f e In s u ra n c e  C o m p a n ies.2
1 FASB In tre p re ta tio n  No. 40, A p p l ic a b i l i t y  o f  G e n e ra lly  A c c e p te d  A c c o u n t in g  
P r in c ip le s  to  M u tu a l  L i fe  In s u ra n c e  a n d  O th e r  E n te rp r is e s , c la rifie s  th a t 
FASB S tatem ents and In te rp re ta tio n s  and A ccoun ting  P rin c ip les  Board 
(APB) O pin ions app ly  to  m u tu a l life  insurance en terprises, except when 
spec ifica lly  exem pted, th a t prepare fin a n c ia l s ta tem ents in  co n fo rm ity  w ith  
gene ra lly  accepted accounting p rinc ip les . T h is  SOP applies to  au d its  o f 
m u tu a l life  insurance enterprises.
2 T h e A IC P A ’s In su rance Com panies C o m m ittee te chn ical agenda i n c ludea a 
p ro jec t to  supersede th e I ndu st r y  A u d it Gu id e A u d its  o f S tock  L i fe In su ra nce 
C om panies. The n ew A u d it  an d  Accou n tin g  Gu i de A u d its  o f L ife  and H e a lth  
I nsu rance E nte rp rises wi l l  in clu d e t he gui dance con ta in ed in  th i s SOP:
.03 The insurance law s and regu la tions  o f m ost states req u ire  insurance 
companies dom iciled  in  those states to  com ply w ith  the  guidance p rov ided in  
the  N A IC  A c c o u n t in g  P ra c tic e s  a n d  P ro c e d u re s  M a n u a l except as prescribed 
by sta te  law . In  1999. the  N A IC  com pleted a process to  cod ify s ta tu to ry  
accounting practices fo r ce rta in  insurance enterprises, re s u ltin g  in  a revised 
A c c o u n t in g  P ra c tic e s  a n d  P ro c e d u re s  M a n u a l (the  revised M anua l), effective 
Ja n u a ry  1, 2001. I t  is  expected th a t a ll states w i ll re q u ire  in su re rs  to  com ply 
w ith  m ost, i f  no t a ll, p rovis ions o f the  revised M an ua l. A u d ito rs  o f an insurance 
en te rp rise  should m o n ito r the  sta tus  o f the  adoption o f the  revised M a n u a l by 
the  va rious state re g u la to ry  au tho ritie s .
A u d ito r ’s C o n s id e ra tio n  o f S ta te  R e g u la to ry  E x a m in a tio n s
.04.0 3  Sta temen t  on  A u d itin g  S tandards (SAS) No. 57 , A u d i t i n g  A cco u n t in g  
E s t im a tes , s ta tes th a t t The a u d ito r should consider e va lu a tin g  “ in fo rm a tio n  
conta ined in  re g u la to ry  or exa m in a tion  reports , superv isory correspondence, 
and s im ila r m a te ria ls  from  app licab le  re g u la to ry  agencies.’’ (S ta tem ent on 
A u d itin g  S tandards (SAS) No. 57, A u d i t in g  A c c o u n t in g  E s t im a te s . A IC P A , 
P ro fe s s io n a l S ta n d a rd s , vol. 1, A U  sec. 342). SAS N o. 64 , I l l egal A ct s by  Cl i ents. 
notes th a t “ tT he a u d ito r m ay encounter specific in fo rm a tio n  th a t m ay ra ise  a 
question concern ing possible ille g a l acts, such as . . . v io la tio n s  o f law s or 
reg u la tion s  cited in  repo rts  o f exam ina tions by re g u la to ry  agencies th a t have 
been ava ilab le  to the  au d ito rr” (SAS No. 54. I l le g a l  A c ts  b y  C lie n ts , A IC P A , 
P ro fe s s io n a l S ta n d a rd s , vol. 1, A U  sec. 317). A ccord ing ly , i t  is  app rop ria te  th a t 
the  a u d ito r rev iew  exam ina tion  reports  and re la ted  com m unications between 
reg u la to rs  and the  insurance en te rp rise  to  ob ta in  com petent e v id e n tia l m a tte r.
.05. 0 4  The a u d ito r should rev iew  reports  o f exam ina tions and com m unica­
tion s  between reg u la to rs  and the  insurance en te rp rise  and m ake in q u ir ie s  o f 
the  regu la to rs. The a u d ito r should—
•  Request th a t m anagem ent p rov ide access to  a ll reports  o f exam inations and 
re la ted  correspondence in c lu d in g  correspondence re la tin g  to  fin a n c ia l con­
d itions.
•  Read reports  o f exam ina tions and re la ted  correspondence between reg u la ­
to rs  and the insurance en te rp rise  d u rin g  the  period unde r a u d it th rou gh  
the  date o f the  a u d ito r’s report.
•  In q u ire  o f m anagem ent and com m unicate w ith  the  regu la to rs , w ith  the 
p r io r  approva l o f the  insurance en te rp rise , w hen the  reg u la to rs ’ exam ina­
tio n  o f the  en te rp rise  is  in  process o r a re p o rt on an exam ina tion  has no t 
been received by the  insurance en te rp rise  reg a rd ing  conclusions reached 
d u rin g  the  exam ina tion .
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.06. 05 A  re fusa l by m anagem ent to  a llow  th e  a u d ito r to  rev iew  com m unica­
tion s  from , o r to com m unicate w ith , the  re g u la to r w ou ld  o rd in a rily  be a 
lim ita tio n  on the  scope o f the  a u d it s u ffic ie n t to  preclude an u n q u a lifie d  op in ion . 
(See SAS No. 58, R e p o rts  o n  A u d ite d  F in a n c ia l  S ta te m e n ts , (A IC P A . P ro fe s ­
s io n a l S ta n d a r d s , vol. 1. A U  sec. 508). A  re fusa l by th e  re g u la to r to  com m uni­
cate w ith  the  a u d ito r m ay be a lim ita tio n  on the  scope o f the  a u d it s u ffic ie n t to 
preclude an u n q u a lifie d  op in ion , depending on the a u d ito r’s assessment o f o the r 
re leva n t facts and circum stances.
A u d ito r ’s C o n s id e ra tio n  o f P e rm itte d  S ta tu to ry  A c c o u n tin g  P ra c tic e s
.07. 06 Prescribed s ta tu to ry  accounting practices cu r re n t ly  in c lu de are those 
practices incorpora ted  d ire c tly  o r by reference in  s ta te  law s, regu la tions, and 
genera l a d m in is tra tiv e  ru les  applicab le to  a ll insurance en terprises dom iciled  
in  a p a rtic u la r s t a t e .;t h e N a tio n a l A ssocia tion  o f I n su ra n ce Com m issioner s 
(N A IC ) A n n u a l S ta tem en t In s tru c tio n s ; the  N A IC  A cc ou n t i n g  P ra c t ic es a n d  
P ro c e d u re s  M a n u a l s ;  th e S ec u r i t i es V a lu a t io n  M a n u a l ( p u b l i sh ed  by the  N A IC  
Secu r i t ies V a lua t io n  O ffice); N A IC  o ffic ia l proceed ings ; and the  N A IC  E x a m ­
in er s' H a n d b ook . States m ay adopt the  revised M a n u a l in  whole, or in  p a rt, as 
an e lem ent o f prescribed s ta tu to ry  accounting practices in  those states. If.  
however, the  requ irem en ts  o f sta te  laws, regu la tions, and a d m in is tra tiv e  ru les 
d iffe r from  the  guidance provided in  the  revised M a n u a l or subsequent re v i­
sions, those sta te  law s, regu la tions, and a d m in is tra tiv e  ru les  w i l l  ta ke  prece­
dence. A u d ito rs  o f insurance en terprises should rev iew  sta te  law s, regu la tions, 
and a d m in is tra tiv e  ru les  to de term ine the  specific prescribed s ta tu to ry  ac­
coun ting  practices applicab le in  each state.
.08 .07 P e rm itte d  s ta tu to ry  accounting practices inc lude  practices no t p re ­
scribed by the  d o m ic ilia ry  state, as described in  pa rag raph  .07 above, b u t 
a llow ed by the  d o m ic ilia ry  sta te  i nsurance dep a rtm en t  reg u la to ry  a u th o r ity . 
A n  insurance en te rp rises m ay request perm iss ion from  the  d o m ic ilia ry  state 
in sura nce depar t m en t re g u la to ry  a u th o rity  to  use a specific accounting practice  
in  the  p re pa ra tion  o f t h ei r  th e  en te rp rise ’s s ta tu to ry  fin a n c ia l s ta tem ents (a )  
w h en the  en terp r is e i f  i t  w ishes to  depart from  the  prescribed s ta tu to ry  
accounting practices, o r (b ) w h en i f  prescribed s ta tu to ry  accounting practices 
do no t address the  accounting fo r the  transa c tion (s ). A ccord ing ly , p e rm itte d  
accounting practices d iffe r fro m  state to  state, m ay d iffe r from  com pany to 
com pany w ith in  a state, and m ay change in  the  fu tu re .
.09 .08 A u d ito rs  should exercise care in  conclud ing th a t an accounting tre a t­
m en t is p e rm it te d ,  and shou ld  consider the  adequacy o f d isclosures in  the  
fin a n c ia l sta tem ents reg a rd ing  such m a tte rs .3 F or each exam ina tion , aud ito rs  
should ob ta in  su ffic ie n t com petent e v id e n tia l m a tte r to  corroborate m anage­
m en t’s assertion th a t p e rm itte d  s ta tu to ry  accounting practices th a t are m a te­
r ia l-s ig n ifica n t to  an insurance en te rp rise ’s fin a n c ia l s ta tem ents are pe rm itte d  
by the  d o m ic ilia ry  s ta te  insurance depa rtm en t re g u la to ry  a u th o r ity .
3 T h e A IC P A  has i ssued an exposure d ra ft o f a s ta tem ent o f position , D iscl o s u re s  
o f  C e r ta in  M a tte rs  in  F in a n c ia l  S ta te m e n ts  o f  In s u ra n c e E n te r p r is e s ,  t hat  
w ou ld  r equ ire  insurance en te rp r ises to  disclose in fo rm a tio n  about perm i t t ed 
s ta tu tor y  acco u n tin g  p ra c tices in  th e ir  fin a n c ia l s ta tem ents pre p ared in  
con for m ity  w ith  gen era lly  accep ted accou n tin g  p r in cip le s.
.10 .09  S u ffic ie n t com petent e v id e n tia l m a tte r consists o f any one o r com bina­
tio n  o f—
•  W ritte n  acknow ledgm ent sent d ire c tly  from  the re g u la to r to  the  au d ito r. 
(T h is  type o f corrobora tion  includes le tte rs  s im ila r to  a tto rneys ’ le tte rs  and 
responses to  con firm a tions.)
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•  W ritte n  acknow ledgm ent prepared by the  re g u la to r, b u t no t sent d ire c tly  
to  the  a u d ito r, such as a le tte r  to  the  c lien t.
•  D ire c t o ra l com m unications between the  re g u la to r and the  a u d ito r, sup­
po rted  by w r itte n  m em orandum . ( I f  the  a u d ito r, ra th e r th a n  the  regu la to r, 
prepares the m em orandum , the  a u d ito r should send such m em orandum  to 
the  re g u la to r to  m ake sure i t  accura te ly  re flects  the  com m unica tion .)
A u d ito rs  should use ju d g m e n t to  de te rm ine  the type o f corrobora tion  th a t is 
necessary in  the  circum stances.
.11.10  I f  the  a u d ito r is  unab le  to  ob ta in  su ffic ie n t com petent e v id e n tia l m a tte r 
to  corroborate m anagem ent’s assertion reg ard ing  a p e rm itte d  s ta tu to ry  ac­
counting  practice th a t is m a te ria l to  the  fin a n c ia l statem ents, the  a u d ito r 
should q u a lify  o r d isc la im  an op in ion  on the  s ta tu to ry  fin a n c ia l statem ents 
because o f the  lim ita tio n  on the  scope o f the  au d it .  (See SAS No. 58 [A IC P A , 
P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 508], R e p o rts  o n  A u d i te d  F in a n c ia l  
S ta te m e n ts .).
E ffective  Dates
.12.11  T h isThe provis ions o f th is  SOP as o r ig in a lly  issued in  1994 should be 
app lied  to  aud its  o f fin a n c ia l s ta tem ents perform ed fo r periods end ing  on or 
a fte r December 15, 1994. The am endm ents to  th is  SOP are effective fo r aud its  
o f s ta tu to ry  fin a n c ia l s ta tem ents fo r fisca l years end ing on o r a fte r December 
15, 2001. R etroactive  ap p lica tio n  is  n o t pe rm itted .
Amendments to Interpretation No. 12 of SAS 
No. 62 [AICPA, Professional Standards, vol. 1, 
AU sec. 9 6 2 3 .6 0 - .81]
13. The fo llow ing  replaces o r m odifies several paragraphs o f In te rp re ta ­
tio n  No. 12, “E va lua tion  o f the Appropriateness o f In fo rm a tive  D isclosures in  
Insurance E n te rp rises ’ F inanc ia l S tatem ents Prepared on a S ta tu to ry  Basis,” 
o f SAS No. 62, S p e c ia l R e p o rts  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 
9623.60-.81), as a re s u lt o f the com pletion o f the N A IC  C od ification. New 
language is underlined ; deleted language is in  s trike th rou gh .
E va lu a tio n  o f the  A ppropria teness o f In fo rm a tive  D isclosures in  In s u r­
ance E n te rp rises ’ F in a n c ia l S tatem ents P repared on a S ta tu to ry  Basis
.60 Q u e s t io n — Insurance en terprises issue fin a n c ia l s ta tem ents prepared in  
accordance w ith  accounting practices prescribed o r p e rm itte d  by insurance 
reg u la to rs  (a “ s ta tu to ry  basis” ) in  ad d itio n  to, or ins tead  of, fin a n c ia l statem ents 
prepared in  accordance w ith  ge ne ra lly  accepted accounting p rinc ip les  (GAAP). 
E ffec tive  Ja n u a ry  1, 2 0 0 1,  
upda ted A c c o u n t in g  P ra c t ic e s  a n d  P ro c e d u re s  M a n u a l , as revised by  the 
N a tio n a l Association o f Insu rance Com m issioners’ (N A IC ’s) C od ifica tion  pro­
ject. The updated A c c o u n t in g  P ra c t ic e s  a n d  P ro c e d u re s  M a n u a l ,  a long w ith  any 
subsequent revis ions, is re fe rred  to  as the  revised M anua l. The revised M an ua l 
conta ins extensive d isclosure requ irem en ts. As a re su lt, a fte r a s ta te  adopts 
the  revised M anua l, its  s ta tu to ry  basis o f accounting w i ll inc lude  in fo rm a tive  
disclosures approp ria te  fo r th a t basis o f accounting. The N A IC  A n n u a l S ta te­
m en t In s tru c tio n s  prescribe the  fin a n c ia l s ta tem ents to  be inc luded  in  the 
an nu a l aud ited  fin a n c ia l report. Some states m ay no t adopt the  revised M a n ua l
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o r m ay adopt i t  w ith  s ig n ifica n t departures. H ow  should aud ito rs  eva luate 
w he the r in fo rm a tive  disclosures in  fin a n c ia l s tatem ents prepared on a s ta tu ­
to ry  basis are appropria te?1
1  I t  is  possible fo r one o f th ree  d iffe re n t s itua tion s  to occur: The state adopted 
the  revised M a n u a l w ith o u t s ig n ifica n t departu res, adopted the  revised 
M a n u a l w ith  s ig n ifica n t departu res, or has no t ye t adopted the  revised 
M anua l.
.61 In te r p r e ta t io n — F in a n c ia l statem ents prepared on a s ta tu to ry  basis are 
fin a n c ia l s ta tem ents prepared on a com prehensive basis o f accounting o ther 
th a n  G AAP according to  sec tion  623  SAS No. 6 2 , S p e c ia l R e p o r ts . Sec tion  623.00 
SAS No. 62 (A U  sec. 623.09) states th a t “W hen re p o rtin g  on fin a n c ia l s ta te ­
m ents prepared on a com prehensive basis o f accounting o the r th a n  genera lly  
accepted accounting p rinc ip le s , the a u d ito r should consider w he the r the  fin a n ­
c ia l sta tem ents (in c lu d in g  the  accom panying notes) inc lude  a ll in fo rm a tiv e  
disclosures th a t are approp ria te  fo r the  basis o f accounting used. The a u d ito r 
should app ly  essentia lly  the  same c r ite r ia  to fin a n c ia l statem ents prepared on 
an o the r com prehensive basis o f accounting as he o r she does as those app lied  
to  fin a n c ia l s ta tem ents prepared in  con fo rm ity  w ith  gene ra lly  accepted ac­
counting  p rinc ip les . Therefore, the  a u d ito r’s op in ion  should be based on h is  or 
he r ju d g m e n t reg a rd ing  w he the r the fin a n c ia l s tatem ents, in c lu d in g  the  re ­
la te d  notes, are in fo rm a tive  o f m a tte rs  th a t m ay a ffect th e ir  use, un de r­
stand ing , and in te rp re ta tio n  as discussed in  A U  section 411, T h e  M e a n in g  o f  
Present F a ir ly  in  C o n fo rm ity  W ith  G enera lly  Accepted A ccounting  P rinc ip les , 
pa rag raph .04.
.62 SAS No. 62 Section (A U  sec. 623.02) states th a t gene ra lly  accepted 
a u d itin g  standards app ly  w hen an a u d ito r conducts an a u d it o f and reports  on 
fin a n c ia l s ta tem ents prepared on an o ther com prehensive basis o f accounting. 
Thus, in  accordance w ith  the  th ird  s tandard  o f rep o rtin g , “ in fo rm a tive  disclo­
sures in  the  fin a n c ia l s ta tem ents are to  be regarded as reasonably adequate 
unless otherw ise stated in  the  rep o rt.”
.63 Q u e s t io n —W h a t types o f item s or m a tte rs  should aud ito rs  consider in  
eva lu a tin g  w he the r in fo rm a tive  disclosures are reasonably adequate?
.64 In te r p r e ta t io n — Section SAS No. 62 (A U  sec. 623.09 and .10) ind ica tes th a t 
fin a n c ia l s ta tem ents p repared on a com prehensive basis o f accounting o ther 
th a n  G AAP should inc lude  a ll in fo rm a tive  disclosures th a t are approp ria te  fo r 
the  basis o f accounting used, . T h a t includes in c lu d in g  a sum m ary o f s ig n ifica n t 
accounting policies th a t discusses the  basis o f p resen ta tion  and describes how 
th a t basis d iffe rs  from  GAAP. Section SAS No. 62 (A U  sec. 623.10) also states 
th a t w hen “the  fin a n c ia l s ta tem ents [prepared on an o ther com prehensive basis 
o f accounting] con ta in  item s th a t are the  same as, o r s im ila r to, those in  
fin a n c ia l s ta tem ents prepared in  con fo rm ity  w ith  gene ra lly  accepted account­
in g  p rinc ip le s , s im ila r in fo rm a tive  disclosures are ap pro p ria te .”
.6 5  In  ad d ition , in  1991, the N a tio n a l A ssocia tion  o f Insu rance Com m issioners 
(N A IC) has adopted new  A n n u a l S ta tem ent in stru c tio n , A n n u a l A u d ited F i­
na nc ia l Reports, un de r w h ich  insurance e n te rp rises a re requ ired  to  inc lude  in  
th e ir  s ta tu to ry  bas is fin a n c ia l s ta tem ents those d isclosures th a t “are a p p ro p ri­
ate to  a CPA aud ited  fin a n c ia l report, based on a p p lic a b ility , m a te r ia lity  and 
s ign ificance, ta k in g  in to  account the  subjects covered in  the  in s tru c tio n s  to  and 
illu s tra tio n s  o f how  to  re p o rt in fo rm a tio n  in  the notes to -the  fin a n c ia l sta te­
m e n ts section of  [th e ] A n n u a l S ta tem ent in s tru c tio n s  and any o the r notes 
requ ired  by gen e ra lly  accepted accounting p rinc ip les. . . " The law s and regu­
la tio n s  o f some in d iv id u a l states con ta in  s im ila r requ irem ents.
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.66 Therefore, the  a u d ito r shou ld  a lso consider  the  d isclosures and illu s tra ­
tions  o f how  to  re p o rt in fo rm a tio n  in  the  no tes to fin a n c ia l s ta tem ents section 
o f the  A n n u a l S ta tem en t in s tru c tion s .
.65 .67 Q u e s tio n — H ow  does the  a u d ito r eva luate w h e the r “ s im ila r in fo rm a ­
tiv e  d isclosures” are approp ria te  fo r—
a . Item s and transactions th a t are accounted fo r essen tia lly  the  same or in  a 
s im ila r m anner un de r a s ta tu to ry  basis as unde r GAAP?
b . Item s and transactions th a t are accounted fo r d iffe re n tly  under a s ta tu to ry  
basis th a n  unde r GAAP?
c. Item s and transactions th a t are accounted fo r d iffe re n tly  un de r re q u ire ­
m ents o f the  sta te  o f dom icile  th a n  unde r the  revised M anual?
.6 6 .6 8  In te r p r e ta t io n — D isclosures in  s ta tu to ry  basis fin a n c ia l s ta tem ents fo r 
item s and transactions th a t are accounted fo r essen tia lly  the  same or in  a 
s im ila r m anner unde r a-the s ta tu to ry  basis as unde r G AAP should be the  same 
as, o r s im ila r to, the  disclosures req u ire d  by G AAP unless the  revised M an ua l 
spec ifica lly  states the  N A IC  C od ifica tion  rejected the  G AAP disclosures. D is ­
closures should also inc lude  those req u ire d  by the  revised M an ua l. O ther 
disclosures consider ed n ecessary upon re v iew  o f th e A n n u a l S ta tem ent in s tru c ­
tions  should also be made to  th e ex ten t th a t such d isc losures a re s ig n ifica n t to 
the  s ta tu to ry  basis fin a n c ia l statem ents.
.69 For exam ple, disclosures in  s ta tu to ry  basis fin a n c ia l s ta tem ents concern­
i ng fin a n c ia l in s tru m e n ts  should inc lude  the  applicab le disclosures req u ire d  by 
FASB S ta tem ent No. 60, A ccounting  and R eporting  by Insu rance E nte rp rises, 
FASB S ta tem en t No. 105, D isc losu re o f In fo rm a tio n  about F in a n c ia l In s tru ­
m ents w ith  O ff-B a lance-Sheet R isk  and F in a n c ia l In s tru m e n ts  w ith  Concen ­
tra tio n s  o f C re d it R isk, FASB S ta tem ent No. 107, D isclosures about F a ir  V a lue 
o f F in a n c ia l In s tru m e n ts , and FASB S ta tem ent No. 115, A ccounting  fo r C e rta in  
Investm ents  in  D ebt and E q u ity  Securities .
.67 .70 D isclosures in  s ta tu to ry  basis fin a n c ia l statem ents fo r item s or tra n s ­
actions th a t are accounted fo r d iffe re n tly  unde r a  the  s ta tu to ry  basis th a n  under 
G A A P , b u t in  accordance w ith  the  revised M anua l, should be th e same as the 
disclosures requ ired  by the  revised M a n u a l. G AAP th a t a re r el ev a n t to  the 
sta tu to ry  basis o f accounting fo r th a t item . Such disclosures can be separated 
in to  tw o genera l ca teg o ries, w h ich  a rc  discussed in  paragraphs .71- 76 o f th is  
In te rp re ta tio n . The exam ples p resented  are fo r il lu s t ra t iv e purposes on ly  and 
are no t in tended  to  be a l l-in c lu s iv e.
.68 Spec ific  disclosures are stated in  G AAP lite ra tu re fo r th e accounting 
m ethod used in  the  s ta tu to ry  basis fin a n c ia l s ta tem ents, even though th e i t em 
w ou ld  be accounted fo r d iffe ren t ly  un der  GAAP. In  such instances, the  a p p li­
cable G AAP disclosures should be made in  a d d ition  to  those disclosures consid­
ered necessary upon rev iew  o f the  A n n u a l S ta tem ent in s tru c tio n s . I f  the  
accounting req u ire d  by the  state o f dom icile  fo r an ite m  or transa c tion  d iffe rs  
from  the  accounting set fo r th  in  the  revised M a n ua l fo r th a t ite m  or transaction , 
b u t i t  is  in  accordance w ith  G AAP or superseded G AAP, the  disclosures in  
s ta tu to ry  basis fin a n c ia l s tatem ents fo r th a t ite m  or tra nsa c tion  should be the 
applicab le G AAP disclosures fo r the  G AAP or superseded GAAP. I f  the  account­
in g  req u ire d  by the  sta te  o f dom icile  fo r an ite m  or transa c tion  d iffe rs  from  the 
accounting set fo rth  in  the  revised M an ua l. G AAP or superseded GAAP, 
su ffic ie n t re leva n t disclosures should be made.
.72  For exam ple, ce rta in  leases entered in to  by a lessee insurance en terprise  
th a t w ou ld  be accounted fo r as ca p ita l leases unde r G AAP a re accounted fo r as 
op e ra tin g  l eases by insurance en te rp rises in  th e ir  sta tu to ry  basi s fin a n c ia l 
statem ents. In  such instances, the  app licab le  disclosures fo r opera ting  leases 
re q u ired by FASB S ta tem en t No. 13, A ccounting  fo r Leases, should be m ade in  
t he s ta tu to ry  basis f in an c ia l s ta tem ents.
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;73 A n o th e r exam ple i s re insurance transactions. Cer ta in  r einsurance con­
tra c ts  are p e rm itte d  to  be accounted fo r as re insurance transactions in  sta tu ­
to ry  basis fin a n c ia l s ta tem ents b u t w ou ld  be accounted fo r as fina n c in g  
transactions unde r GAAP. In  such in stances, the app licab le  disclosures fo r the 
contracts accounted fo r as r einsurance transactions th a t are req u ire d  by FASB 
S ta tem ent N o. 113, A ccounting  and R eporting  fo r Rein su ra nce o f S ho rt-D u ra ­
tio n  and Long-D u ra tio n  C ontracts, should be made in  s ta tu to ry  bas is fin a n c ia l 
statem ents.
.74 Specific disclosures are no t s ta ted in  c u rren t G AAP l i t era tu re fo r th e 
accounting m ethod used in  the  s ta tu to ry  basi s fin a n c ia l sta tem ents . I f  s ta tu to ry  
accounting p r in c ip les (SAP) perm it  insurance  en te rp rises to  use an accounting 
m ethod th a t has been  superseded unde r G AAP lite ra tu re , d isclosures th a t were 
req u ire d  unde r the  superseded G AAP lite ra tu re shou ld  be m ade.
.75 F or exam ple, some insurance companies a re pe rm itte d  to  account fo r 
pensions in  th e ir  s ta tu to ry  basis fin a n c ia l s ta tem ents us ing  the  same m eth od 
as req u ire d  unde r A P B  O p in ion  No. 8 , A ccounting  fo r the  Cost o f Pension P lans, 
w h ich  was amended by FASB S ta tem ent No. 86, D isclosure o f Pension In fo r­
m ation . (APB O p in ion  No. 8 and FASB S ta tem ent No. 36 were superseded by 
FASB S ta tem ent No. 87, E m ployers’ A ccounting  fo r Pensions [AC section P16], 
fo r fisca l years th a t began a fte r December 15, 1986.) In  ad d itio n  to  disclosing 
the accounting po licy fo r pensions, insurance companies should m ake the 
disclosures conta ined in  A P B  O p in ion  No. 8 and FASB S ta tem ent No. 36 in  
th e ir  s ta tu to ry  basis fin a n c ia l statem ents. I f  a com pany is accounting fo r 
pensions us ing  ano the r m ethod o f m easurem ent, such as tax , i t  should m ake 
in fo rm a tiv e disclosures, a t a m in im u m , such as type o f be ne fit fo rm u la , fu n d in g  
po licy, fa ir  va lue o f p la n  asse ts, and am oun t o f pension costs.
.76 A  f in a l exam ple is  deferre d  acq u is ition  costs (DAC). A cq u is itio n  costs arc 
expensed w hen pa id  u n d er  SAP and arc cap ita lized  and am ortized under 
G AAP. FASB S ta tem ent No. 60 [AC section In 6 ] requ ires ce rta in  disclosures 
about DAC— th e na tu re  o f acq u is ition  costs c a p ita lized, th e m ethod o f a m o rtiz­
in g  those costs, and the  am oun t o f th o se cost s am ortized fo r th e per io d . Because 
DAC are n o t cap ita lized  unde r SAP, such disclosures, o the r th a n  a descrip tion  
o f the  accounting po licy  used, arc u n a p p licab le.
.69 .77 W hen eva lu a ting  the  adequacy o f disclosures, the  a u d ito r should also 
consider disclosures re la ted  to  m a tte rs  th a t are no t spec ifica lly  id e n tifie d  on 
the  face o f the  fin a n c ia l s tatem ents, such as (a )  re la ted  p a rty  transactions, (b ) 
re s tric tio n s  on assets and owners’ eq u ity , (c) subsequent events, and (d ) 
unce rta in ties . O the r m a tte rs  should be disclosed i f  such disclosures are neces­
sary to  keep the  fin a n c ia l statem ents from  being m islead ing.
.70 Q u e s t io n — There m ay also be instances in  w h ich  state requ irem en ts  have 
no t been revised to  re fle c t a new  G AAP disclosure requ irem en t. W h a t are the 
disclosure requ irem en ts  in  those situa tions?
.71 In te r p r e ta t io n — U n til sta te requ irem en ts  are de term ined, the  s ta tu to ry  
basis fin a n c ia l s ta tem ents should inc lude  disclosures req u ire d  by new G AAP 
requ irem en ts  th a t are re le va n t and s ig n ifica n t to the  s ta tu to ry  basis o f account­
ing . pend ing acceptance o r re jection  fo r in c lus ion  in  the  revised M anua l.
Effective Date and Transition
14. T h is SOP is effective fo r annua l fin a n c ia l sta tem ents fo r fisca l years 
end ing on or a fte r December 15, 2001, complete sets o f in te r im  fin an c ia l 
statements fo r periods beginning on or a fte r th a t date, and audits o f those financia l
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statem ents. D isclosures o f in fo rm a tio n  requ ired  by the  am endm ent o f SOP 
94-5, in  paragraph 8, ite m  8, and paragraph  9, ite m  A-2 o f th is  SOP, should be 
included fo r each fisca l year fo r w h ich  a balance sheet is  p resented. Retroac­
tive  app lica tion  is no t pe rm itted . I f  com parative fin a n c ia l statem ents are 
presented fo r fisca l years ending before December 15, 2001, the  disclosure 
provisions o f SOP 94-5, as effective p rio r to th is  SOP, app ly  to p e rm itted  
s ta tu to ry  accounting practices by the  d om ic ilia ry  sta te  regu la to ry  a u th o rity .
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NOTICE TO READERS
T h is  S ta tem ent o f Position  (SOP) represents the  recom m endations o f 
the  A IC P A ’s New Jersey A n nu a l C la im s P rom pt Paym ent Reports Task 
Force regard ing  the app lica tion  o f S tatem ents on Standards fo r A tte s ta ­
tio n  Engagem ents (SSAEs) to agreed-upon procedures engagements 
perform ed to  com ply w ith  the requ irem ents o f New Jersey A d m in is tra ­
tive  Code, T itle  11, C hapter 22, Subchapter 1 (N JAC  11:22-1 o r the Code), 
w h ich  establishes D epartm en t o f B a nk in g  and Insurance (D epartm ent) 
standards fo r the  paym ent o f cla im s re la tin g  to  h ea lth  benefits p lans and 
den ta l p lans and conta ins requ irem ents fo r ca rrie rs  to  file  ce rta in  reports  
w ith  the D epartm en t re la tin g  to  the  tim e liness o f cla im s paym ents and 
the  reasons fo r den ia l and la te  paym ent o f cla im s in  a fo rm a t prescribed 
by the D epartm ent. The D epartm en t has approved the  use o f the agreed- 
upon procedures o u tlined  in  th is  SOP to  com ply w ith  the rep o rting  
requ irem ents o f the  Code. The A u d itin g  Standards Board has found the 
recom m endations in  th is  SOP to  be consistent w ith  ex is ting  standards 
covered by Rule 202 o f the A IC P A  Code o f Professional Conduct. A IC P A  
members should be aware o f and consider these recom m endations. I f  the 
a u d ito r does no t app ly  these recom m endations, the  a u d ito r should be 
prepared to  exp la in  how  he or she com plied w ith  the SSAE provisions 
addressed by these recom m endations.
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Performing Agreed-Upon Procedures 
Engagements That Address Annua! Claims 
Prompt Payment Reports as Required by the 
New Jersey Administrative Code
Introduction and Background
1. N ew  Jersey A d m in is tra tive  Code, T itle  11, C hapter 22, Subchapter 1 
(N JAC  11:22-1 or the Code), establishes D epartm en t o f B ank ing  and Insurance 
(D epartm ent) standards fo r the  paym ent o f cla im s re la tin g  to  h ea lth  benefits 
p lans and den ta l p lans and contains requ irem ents fo r ca rrie rs  to  file  ce rta in  
reports w ith  the  D epartm en t re la tin g  to  the  tim e liness o f claim s paym ents and 
the  reasons fo r den ia l and la te  paym ent o f cla im s in  a fo rm a t prescribed by the  
D epartm ent.
2. N JAC  11:22-1 applies to  any insurance company, h ea lth  service corpo­
ra tion , m edical service corporation, hospita l service corporation, hea lth  m a in te ­
nance organ ization, den ta l service corporation, and den ta l p lan  organ ization  
th a t issues h ea lth  benefits p lans o r den ta l p lans in  the  sta te  o f N ew  Jersey and 
to  any agent, employee, or o ther representa tive  o f such e n tity  th a t processes 
cla im s fo r such e n tity .
3. Am ong o the r th ings, the  Code requires ca rrie rs  to  report:
•  Q u a rte rly  to  the  D epartm en t on the tim e liness o f cla im s paym ents in  
the fo rm a t set fo rth  in  A ppendix A  (cla im s paym ent e xh ib it report) o f 
N JAC  11:22-1, and
•  Q u a rte rly  and ann ua lly  on la te  paym ents o f claim s and the  reasons 
fo r any denia ls (cla im s p rom p t paym ent report) in  the  fo rm a t set fo rth  
in  Appendix B  o f N JAC  11:22-1.
4. F urtherm ore , the  Code requires th a t the  annua l cla im s p rom p t pay­
m ent report, w h ich  is due to  be file d  w ith  the  D epartm en t on or before M arch 
31, p u rsuan t to  N JAC  11:22-1.9(a), be accompanied by the re p o rt o f a p riva te  
a u d itin g  firm , w h ich  m ay be a C e rtified  P ublic A ccountant (CPA) o r a f irm  o f 
CPAs. However, fo r ca lendar year 2001, the  report o f the p riva te  a u d itin g  f irm  
m ay be file d  w ith  the D epartm en t on or before J u ly  1, 2002. The D epartm ent 
has specified, in  B u lle tin  No. 02-07, th a t the w o rk  sha ll be conducted, and the 
rep o rt sha ll be prepared, in  accordance w ith  agreed-upon procedures accept­
able to  the  D epartm ent.
Applicability
5. T h is  S ta tem ent o f Position  (SOP) was developed to  provide p ra c ti­
tioners w ith  guidance on perfo rm ing  agreed-upon procedures engagements 
th a t address annua l cla im s p rom pt paym ent reports as requ ired  by the  New 
Jersey A d m in is tra tive  Code. P rac titione rs  should note th a t the  engagement 
described in  th is  SOP is designed on ly to  sa tis fy  the  requ irem ents o f the  Code. 
The procedures, as set fo rth  in  th is  SOP, are no t necessarily appropria te  fo r 
use in  any o the r engagement.
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The Code
Definitions
6. The fo llow ing  d e fin itio ns  are re p rin te d  from  the  Code and are applica­
ble when perfo rm ing  the agreed-upon procedures engagement described in  th is  
SOP.
A g e n t— A n y e n tity , in c lu d ing  a subsid ia ry o f a ca rrie r, or an organized 
de live ry  system  as defined by N .J.S .A. 17:48H-1, w ith  w h ich  a ca rrie r has 
contracted to  perfo rm  claim s processing or cla im s paym ent services. 
C a r r ie r— A n  insurance company, h ea lth  service corporation, hosp ita l serv­
ice corporation, m edical service corporation or h ea lth  m aintenance o rgan i­
za tion  authorized  to  issue h ea lth  benefits p lans in  th is  State and a den ta l 
service corporation  o r den ta l p lan  organ ization  authorized to  issue den ta l 
p lans in  th is  State.
C la im — A  request by a covered person, a p a rtic ip a tin g  h e a lth  care 
p rovider, or a n on pa rtic ip a tin g  h ea lth  care p rov ide r who has received an 
assignm ent o f benefits from  the  covered person, fo r paym ent re la tin g  to 
h ea lth  care services or supplies o r den ta l services or supplies covered under 
a hea lth  benefits p lan  o r den ta l p lan  issued by a ca rrie r.
C le a n  c la im —
1. The c la im  is fo r a service o r supp ly covered by the  h ea lth  benefits 
p lan  o r den ta l p lan;
2. The cla im  is subm itted  w ith  a ll the in fo rm a tio n  requested by the 
ca rrie r on the c la im  fo rm  or in  o ther in s tru c tio n s  d is trib u te d  to  the  
p rov ide r or covered person;
3. The person to  whom  the  service or supp ly was provided was covered 
by the  ca rrie r’s h ea lth  benefits or den ta l p lan  on the  date o f service;
4. The ca rrie r does no t reasonably believe th a t the c la im  has been 
subm itted  fra u d u le n tly ; and
5. The c la im  does no t requ ire  special trea tm en t. F or the  purposes o f 
th is  subchapter, special trea tm en t means th a t unusua l c la im  proc­
essing is requ ired  to  determ ine w hether a service or supp ly is 
covered, such as cla im s invo lv in g  experim enta l trea tm en ts  or new ly 
approved m edications. The circum stances re q u irin g  special tre a t­
m en t should be documented in  the  c la im  file .
C o ve re d  p e rs o n —A  person on whose b eh a lf a ca rrie r o ffe ring  the p lan  is 
obligated to  pay benefits o r provide services pu rsua n t to  the h ea lth  benefits 
o r den ta l p lan.
C o ve re d  se rv ice  or s u p p ly — A  service or supp ly provided to  a covered person 
under a h ea lth  benefits or den ta l p lan  fo r w h ich  the  ca rrie r is obligated to 
pay benefits or provides services or supplies.
D e n ta l p la n — A  benefits p lan  w h ich  pays den ta l expense benefits o r pro­
vides den ta l services and supplies and is delivered or issued fo r de livery  
in  th is  S tate by or th ro ug h  any ca rrie r in  th is  S tate.
D e p a r tm e n t— The D epartm en t o f B a nk in g  and Insurance.
H e a lth  b e n e fits  p la n — A  benefits p lan  th a t pays hosp ita l and m edical 
expense benefits or provides hosp ita l and m edical services, and is delivered 
or issued fo r de live ry  in  th is  S tate by or th rough  a ca rrie r. H e a lth  benefits 
p lan  includes, b u t is  no t lim ite d  to , M edicare supplem ent coverage and r is k  
contracts to  th e  e x te n t n o t o the rw ise  p ro h ib ite d  by F edera l law . F o r the
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purposes o f th is  chapter, h ea lth  benefits p lan  sha ll no t include the fo llow ­
in g  plans, policies or contracts: accident only, c red it, d isa b ility , long-te rm  
care, C H AM PU S supplem ent coverage, coverage a ris in g  ou t o f a w orkers ’ 
compensation or s im ila r law , autom obile m edical paym ent insurance, 
personal in ju ry  p ro tection  insurance issued p u rsuan t to P .L. 1972, c.70 
(N.J.S.A. 39:6A-1 e t seq.) or hosp ita l confinem ent ind e m n ity  coverage.
H e a lth  ca re  p ro v id e r  o r p ro v id e r— A n in d iv id u a l or e n tity  w hich , acting  
w ith in  the  scope o f its  license or ce rtifica tion , provides a covered service or 
supply as defined by the  h ea lth  benefits or den ta l p lan. H e a lth  care 
p rov ide r includes, b u t is  not lim ite d  to, a physic ian , d en tis t and o ther 
h ea lth  care professional licensed pursuan t to  T itle  45 o f the Revised 
S tatu tes and a hosp ita l and o ther h ea lth  care fa c ilitie s  licensed pursuan t 
to  T itle  26 o f the  Revised Statutes.
Reporting Requirements
7. The Code requires a ca rrie r and its  agent to re m it paym ent o f clean 
claim s p u rsuan t to  specified tim e  fram es. The Code fu rth e r requires th a t i f  a 
ca rrie r or its  agent denies or disputes a c la im , in  fu ll or in  pa rt, the  ca rrie r or 
its  agent m ust, w ith in  a specified tim e  fram e, n o tify  both  the  covered person 
w hen he or she w ill  have increased resp on s ib ility  fo r paym ent, and the 
p rovider, o f the  basis fo r its  decision to  deny or d ispute the cla im .
8. The Code requires a ca rrie r to  re p o rt to the D epartm ent q u a rte rly  on 
the  tim e liness o f c la im s paym ents in  the fo rm a t prescribed in  N JAC  11:22-1, 
A ppend ix A , “New Jersey C la im s Paym ent E x h ib it.”  T h is  q u a rte rly  rep o rt is 
no t requ ired  to  be subjected to  an agreed-upon procedures engagement, nor is 
an annual claims paym ent exh ib it report required to be filed  w ith  the Departm ent.
9. The Code also requires a ca rrie r to  re p o rt to  the  D epartm en t on a 
q u a rte rly  and annua l basis on the la te  paym ent o f cla im s and the reasons fo r 
den ia l o f cla im s in  the fo rm a t prescribed in  N JAC  11:22-1, A ppendix B, 
“Q u a rte rly  (A nnua l) C la im s P rom pt Paym ent R eport.” The Code requires th a t 
the  annua l cla im s p rom pt paym ent rep o rt be accompanied by a rep o rt o f a 
p riva te  a u d itin g  firm , w h ich  m ay be a CPA or a f irm  o f CPAs.
10. The D epartm en t has ind icated, in  B u lle tin  No. 02-07, th a t an agreed- 
upon procedures engagement p u rsua n t to th is  SOP m ay be used to  sa tis fy  the 
requ irem en t th a t an annua l claim s p rom pt paym ent re p o rt be accompanied by 
the  rep o rt o f a p riva te  a ud itin g  firm . F urtherm ore , in  B u lle tin  No. 02-12, 
issued in  M ay 2002, the  D epartm en t has ind ica ted  th a t i t  agrees to  the 
suffic iency o f the  procedures included in  th is  SOP fo r its  purposes.
Related Professional Standards
Chapter 2, "Agreed-Upon Procedures Engagements," of 
Statement on Standards for Attestation Engagements No. 10 
(AT Sec. 201)
11. Agreed-upon procedures engagements perform ed to  m eet the  requ ire ­
m ents o f the  Code are to  be perform ed in  accordance w ith  C hapter 2, “Agreed- 
Upon Procedures Engagements,” o f SSAE No. 10, A tte s ta t io n  S ta n d a rd s : R e v is io n  
a n d  R e c o d ific a tio n  (AICPA, P ro fe s s io n a l S ta n d a rd s , vol. 1, A T  sec. 201). As 
described in  C hapter 2 o f SSAE No. 10 (A T  sec. 201.03), an agreed-upon 
procedures engagement is one in  w h ich  a p ra c titio n e r is engaged by a c lie n t to
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issue a rep o rt o f find ings  based on specific procedures perform ed on the  subject 
m a tte r. N o t a ll o f the provisions o f C hapter 2 o f SSAE No. 10 are discussed 
herein . R ather, th is  SOP includes guidance to assist p rac titione rs  in  the 
app lica tion  o f selected aspects o f C hapter 2 o f SSAE No. 10.
12. C hapter 2 o f SSAE No. 10 (AT  sec. 201.06) states, in  p a rt, th a t the 
p ra c titio n e r m ay perform  an agreed-upon procedures engagement provided 
th a t, “ . .  . (c) the  p ra c titio n e r and the  specified p a rties  agree upon the  proce­
dures perform ed or to be perform ed by the p ra c titio n e r; and (d )  the  specified 
parties  take  resp on s ib ility  fo r the suffic iency o f the agreed-upon procedures fo r 
th e ir  purposes.”
13. As p rev ious ly  stated, B u lle tin  No. 02-07 from  the D epartm en t states 
th a t an agreed-upon procedures engagem ent m ay be used to  m eet the  requ ire ­
m ent fo r an independent p riva te  a u d itin g  f irm  to  rep o rt on the annua l claim s 
p rom pt paym ent reports as requ ired  by the New Jersey A d m in is tra tive  Code. 
F urtherm ore , the  D epartm en t has approved the use o f the  agreed-upon proce­
dures o u tlined  in  th is  SOP to  com ply w ith  the rep o rting  requ irem ents o f the  
Code. A ccording ly, p ra c tition e rs  should no t e lim ina te  any o f the  procedures 
presented in  appendix B, “Agreed-Upon Procedures T ha t Address A nnua l 
C la im s P rom pt Paym ent Reports as R equired by the N ew  Jersey A d m in is tra ­
tive  Code,” o f th is  SOP o r reduce the  exten t o f the tests. The D epartm en t or the 
ca rrie r m ay request th a t a dd itio na l procedures be perform ed and the  p ra c ti­
tio n e r m ay agree to  perfo rm  such procedures. In  those circum stances, i t  w ould 
be expected th a t the a dd itio na l procedures w ou ld  be perform ed in  the  context 
o f a separate agreed-upon procedures engagement.
Procedures to Be Performed
14. The agreed-upon procedures to  be perform ed are applied to  the car­
r ie r ’s annua l c la im s p rom pt paym ent report, w hich  reports on the  la te  paym ent 
o f cla im s and reasons fo r den ia l o f cla im s in  the fo rm a t prescribed in  N JAC  
11:22-1, A ppendix B.
15. The procedures to be perform ed in  the agreed-upon procedures en­
gagem ent described in  th is  SOP are presented in  appendix B o f th is  SOP. The 
procedures have been designed so th a t the find ings  re su ltin g  from  the applica­
tio n  o f the  procedures can be recorded in  a ta b u la r fo rm a t. The fin d ings  fo r each 
procedure should be reported  as N o  E x c e p tio n , E x c e p tio n , or N / A  (no t applica­
ble). I f  a procedure is no t applicable to  a p a rtic u la r ca rrie r, the procedure 
should be m arked  N /A  ra th e r th a n  deleted from  the report.
16. I f  any p o rtion  o f a procedure resu lts  in  an exception, the  find ings  fo r 
th a t e n tire  procedure should be recorded as an exception and described in  the  
section “D escrip tion  o f Exceptions I f  A ny .” The p ra c titio n e r should provide a 
b r ie f fac tua l exp lanation  fo r each exception th a t w ill enable the  specified 
parties  to  understand the  n a tu re  o f the fin d ings  re su ltin g  in  the  exception. I f  
m anagem ent in fo rm s the  p ra c titio n e r th a t the  cond ition  g iv in g  rise to the 
exception was corrected by the date o f the p ra c titio n e r’s report, the  p ra c ti­
tio n e r’s exp lanation  o f the  exception m ay include th a t in fo rm a tion ; fo r exam­
ple, “M anagem ent has advised us th a t the cond ition  resu ltin g  in  the exception 
was corrected on M on th  X, 20XX. We have perform ed no procedures w ith  
respect to  m anagem ent’s assertion.”
17. A  p ra c titio n e r m ay perform  s ign ifican t portions o f the  agreed-upon 
procedures engagement before the end o f the  period covered by the  report. If, 
du ring  th a t tim e, the p ractitioner identifies conditions th a t resu lt in  an exception
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in  one or m ore agreed-upon procedures, he o r she should rep o rt the exception 
in  the  fin d ings  section o f the  agreed-upon procedures report, even i f  manage­
m ent corrects the cond ition  p rio r to the end o f the period.
18. C hapter 2 o f SSAE No. 10 (A T  sec. 201.40) states the fo llow ing :
The p ra c titio n e r need n o t perfo rm  procedures beyond the  agreed-upon proce­
dures. However, in  connection w ith  the  ap p lica tio n  o f agreed-upon procedures, 
i f  m a tte rs  come to the p ra c titio n e r’s a tte n tio n  by o th e r means th a t s ig n ific a n tly  
con tra d ic t the  subject m a tte r (or w r itte n  assertion re la ted  the re to ) re fe rre d  to 
in  the  p ra c titio n e r’s repo rt, the  p ra c titio n e r should inc lude  th is  m a tte r in  h is 
o r he r repo rt. F or exam ple, if ,  d u rin g  the  course o f a p p ly ing  agreed-upon 
procedures rega rd ing  an e n tity ’s in te rn a l con tro l, the  p ra c titio n e r becomes 
aw are o f a m a te ria l weakness by m eans o the r th a n  perform ance o f the  agreed- 
upon procedure, the  p ra c titio n e r should inc lude  th is  m a tte r in  h is  or he r report.
19. A  p ra c titio n e r has no ob liga tion  to  perfo rm  procedures beyond the 
agreed-upon procedures included in  appendix B o f th is  SOP. However, i f  
in fo rm a tio n  th a t contrad icts the in fo rm a tio n  in  the  ca rrie r’s annua l claim s 
p rom pt paym ent rep o rt comes to the p ra c titio n e r’s a tte n tio n  by o the r means, 
such in fo rm a tio n  should be included in  the p ra c titio n e r’s report. T h is  also 
w ou ld  app ly to conditions or events occurring  d u rin g  the  subsequent-events 
period (subsequent to  the  period covered by the  p ra c titio n e r’s re p o rt b u t p rio r 
to  the  date o f the  p ra c titio n e r’s report) th a t e ithe r con trad ic t the  find ings  in  the 
rep o rt o r th a t w ould  have resu lted  in  the  rep o rting  o f an exception by the 
p ra c titio n e r i f  th a t cond ition  o r event had existed d u rin g  the  period covered by 
the report. However, the p ra c titio n e r has no resp on s ib ility  to  perfo rm  any 
procedure to  detect such conditions or events.
Establishing an Understanding With the Client
20. In  accordance w ith  C hapter 2 o f SSAE No. 10 (AT sec. 201.10), the 
p ra c titio n e r should estab lish  an unders tand ing  w ith  the c lien t regard ing  the  
services to  be perform ed. Such an unders tand ing  reduces the  r is k  th a t the 
c lie n t m ay m is in te rp re t the  objectives and lim ita tio n s  o f an agreed-upon 
procedures engagement perform ed to  m eet the reg u la to ry  requ irem ents o f the 
Code. Such an unders tand ing  also reduces the r is k  th a t the c lie n t w il l  m isun ­
derstand its  respons ib ilities  and the  respons ib ilities  o f the p rac tition e r. The 
p ra c titio n e r should docum ent the unders tand ing  in  the  w o rk ing  papers, p re f­
e rab ly th rough  a w ritte n  com m unication w ith  the c lien t (an engagement 
le tte r). The com m unication should be addressed to  the c lien t. M a tte rs  th a t 
m ig h t be included in  such an unders tand ing  are the  fo llow ing :
•  A  sta tem ent con firm ing  th a t an agreed-upon procedures engagement 
is to  be perform ed to  m eet the  requ irem ents o f N JAC  11:22-1
•  A  sta tem ent id e n tify in g  the  procedures to be perform ed as those set 
fo rth  in  SOP 02-1, P e r fo rm in g  A g re e d -U p o n  P ro c e d u re s  E n g a g e m e n ts  
T h a t  A d d re s s  A n n u a l C la im s  P ro m p t P a y m e n t R e p o rts  as R e q u ire d  by  
th e  N e w  Je rse y  A d m in is t r a t iv e  C ode
•  A  sta tem ent id e n tify in g  the  c lie n t and the D epartm en t as the specified 
parties  to  the agreed-upon procedures repo rt
•  A  sta tem ent acknow ledging the c lie n t’s resp on s ib ility  fo r the su ffi­
ciency o f the procedures in  the SOP and re fe rrin g  to B u lle tin  No. 02-12, 
w hich  acknowledges the D epartm en t’s resp on s ib ility  fo r the  s u ffi­
ciency o f the procedures in  the SOP
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•  A  sta tem ent acknow ledging th a t the  p ra c titio n e r makes no repre­
senta tion  regard ing  the suffic iency o f the  procedures in  the  SOP
•  A  sta tem ent describ ing the  respons ib ilities  o f the  p ra c tition e r, in c lu d ­
in g  b u t not lim ite d  to  the resp on s ib ility  to perform  the agreed-upon 
procedures and to provide the  c lien t w ith  a report, and the  c ircum ­
stances under w h ich  the  p ra c titio n e r m ay decline to  issue a repo rt
•  A  s ta tem ent in d ica tin g  th a t the  engagem ent w ill  be conducted in  
accordance w ith  a tte s ta tio n  standards established by the Am erican 
In s titu te  o f C e rtified  P ublic  Accountants (A IC PA )
•  A  sta tem ent in d ica tin g  th a t an agreed-upon procedures engagement 
does no t constitu te  an exam ination , the  objective o f w h ich  w ould be 
the  expression o f an op in ion  on the c a rrie r’s compliance w ith  the 
requ irem ents o f N JAC  11:22-1, and th a t i f  an exam ina tion  were 
perform ed, o ther m atte rs m ig h t come to  the p ra c titio n e r’s a tte n tio n
•  A  sta tem ent in d ica tin g  th a t the p ra c titio n e r w ill no t express an 
op in ion  or any o ther fo rm  o f assurance
•  A  sta tem ent describ ing the c lie n t’s resp on s ib ility  to com ply w ith  the 
requ irem ents o f N JAC  11:22-1 and the c lie n t’s resp on s ib ility  fo r the 
in fo rm a tio n  in  the  ca rrie r’s annua l cla im s p rom pt paym ent rep o rt
•  A  sta tem ent describ ing the  c lie n t’s resp on s ib ility  fo r p ro v id ing  accu­
ra te  and complete in fo rm a tio n  to the p ra c titio n e r
•  A  sta tem ent in d ica tin g  th a t the  p ra c titio n e r has no resp on s ib ility  fo r 
the  completeness or accuracy o f the  in fo rm a tio n  provided to  the  
p ra c titio n e r
•  A  sta tem ent re s tr ic tin g  the  use o f the rep o rt to  the c lien t and the 
D epartm en t
•  A  sta tem ent describ ing any arrangem ents to  invo lve  a specia list
Management Representations
21. A lthough  C hapter 2 o f SSAE No. 10 does not requ ire  a p ra c titio n e r to 
ob ta in  a represen ta tion  le tte r  from  m anagem ent in  an agreed-upon procedures 
engagement, i t  is recommended th a t the  p ra c titio n e r o b ta in  such a le tte r  when 
perfo rm ing  the  engagem ent described in  th is  SOP. The represen ta tion  le tte r 
genera lly  should be signed by the appropria te  members o f m anagem ent in c lu d ­
in g  the h ig he s t-ra nk in g  o fficer responsible fo r the  c a rrie r’s compliance w ith  the  
requirem ents o f N JAC  11:22-1. M anagem ent’s re fusa l to  fu rn ish  w ritte n  rep­
resentations th a t the  p ra c titio n e r has determ ined to  be appropria te  fo r the  
engagement constitu tes a lim ita tio n  on the  perform ance o f the engagement 
th a t requires e ithe r m odification o f the report or w ithd raw a l from  the engagement.
22. The representa tions th a t a p ra c titio n e r deems appropria te  w ill  de­
pend on the  specific n a tu re  o f the  engagement; however, the p ra c titio n e r 
o rd in a rily  w ou ld  ob ta in  the fo llow ing  representa tions from  m anagem ent:
•  A  sta tem ent acknow ledging resp on s ib ility  fo r compliance w ith  the  
requ irem ents o f N JAC  11:22-1 and resp on s ib ility  fo r the in fo rm a tion  
in  the ca rrie r’s annua l cla im s p rom pt paym ent report
•  A  sta tem ent th a t there  have been no e rrors o r frau d  th a t m ig h t 
ind ica te  th a t the  ca rrie r is no t in  compliance w ith  the requirem ents o f
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N JAC  11:22-1 and th a t there  are no know n m atte rs  (or th a t manage­
m ent has disclosed to the p ractitioner a ll know n m atters) th a t contradict 
the in fo rm a tio n  in  the  c a rr ie r ’s annua l cla im s p rom p t paym ent re p o rt
•  A  sta tem ent th a t m anagem ent has disclosed to  the  p ra c titio n e r any 
com m unications from  regu la to ry  agencies re la tin g  to the  c a rrie r’s 
annua l cla im s p rom pt paym ent report
•  A  sta tem ent th a t m anagem ent has made ava ilab le  to  the  p ra c titio n e r 
a ll in fo rm a tio n  i t  believes is re levan t to  the c a rrie r’s annua l claim s 
p rom p t paym ent rep o rt
•  A  sta tem ent th a t m anagem ent has responded fu lly  to  a ll inq u irie s  
made by the p ra c titio n e r d u rin g  the engagement
•  A  sta tem ent th a t no events have occurred subsequent to  the  date as 
o f w h ich  the procedures were applied th a t w ou ld  requ ire  m od ifica tion  
o f the  find ings  o f the agreed-upon procedures
23. A n  illu s tra tiv e  represen ta tion  le tte r is presented in  appendix C, 
“ I llu s tra t iv e  M anagem ent R ep resen ta tion  L e tte r ,”  o f th is  SOP. F o r a d d i­
t io n a l in fo rm a tio n  re g a rd in g  m anagem ent’s w r it te n  rep re sen ta tion s  in  an 
agreed-upon procedures engagem ent, see C ha p te r 2 o f SSAE No. 10 (A T  sec. 
201 .37-.39).
Restriction on the Performance of Procedures
24. As p rev ious ly  stated, a p ra c titio n e r should no t agree to  e lim ina te  any 
o f the procedures presented in  appendix B o f th is  SOP. I f  circum stances impose 
res tric tion s  on the perform ance o f the  agreed-upon procedures, the  p ra c titio n e r 
should a tte m p t to  ob ta in  agreem ent from  the  specified users fo r m od ifica tion  
o f the agreed-upon procedures presented in  appendix B o f th is  SOP. W hen such 
agreem ent cannot be obtained, the p ra c titio n e r should describe the  re s tric ­
tio n (s) on the perform ance o f procedures in  h is  or he r re p o rt o r w ith d ra w  from  
the  engagement.
Dating the Report
25. The date o f com pletion o f the  agreed-upon procedures should be used 
as the date o f the  p ra c titio n e r’s report.
Effective Date
26. T h is  SOP is effective upon issuance and is  applicable on ly  to  agreed- 
upon procedures engagements th a t re p o rt on annua l cla im s p rom p t paym ent 
reports  as requ ired  by the  N JAC .
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APPENDIX A
llustrative Agreed-Upon Procedures Report
The fo llo w in g  is an illu s tra tiv e  agreed-upon procedures re p o rt based on the  
guidance in  C hapter 2, “Agreed-Upon Procedures Engagem ents,” o f S ta tem ent 
on Standards fo r A tte s ta tio n  Engagem ents (SSAE) No. 10, A tte s ta t io n  S ta n d ­
a rd s :  R e v is io n  a n d  R e c o d if ic a t io n  (A IC PA , P ro fe s s io n a l S ta n d a rd s , vol. 1, A T  
sec. 201).
Independent A ccoun tan t’s R eport 
on A p p ly in g  A greed-U pon Procedures
To the  M anagem ent o f A B C  C a rrie r:
We have perfo rm ed the  applicab le procedures enum erated in  the  A m erican  
In s titu te  o f C e rtifie d  P ub lic  A ccountan ts ’ S ta tem ent o f P osition  (SOP) 02-1, 
P e rfo rm in g  A greed-U pon Procedures Engagem ents T h a t A ddress A n n u a l 
C la im s P rom p t Paym ent Reports as R equ ired by the New Jersey A d m in is tra tiv e  
Code, w h ich  were agreed to  by A B C  C a rrie r and the  N ew  Jersey D epa rtm en t 
o f B a n k in g  and Insu rance  (the D epa rtm ent), sole ly to  assist you in  com plying 
w ith  the  re p o rtin g  requ irem en ts  o f N ew  Jersey A d m in is tra tiv e  Code, T it le  11, 
C hap te r 22, Subchapter 1.9 (N JA C  11:22-1.9) fo r A ppend ix  B 20XX A n n u a l 
R eport (E x h ib it I )  fo r the  yea r ended December 31, 20XX. M anagem ent o f ABC  
C a rrie r is  responsible fo r com pliance w ith  the  requ irem en ts  o f N JA C  11:22-1.
T h is  agreed-upon procedures engagem ent was conducted in  accordance w ith  
a tte s ta tio n  standards established by  the  A m erican  In s titu te  o f C e rtifie d  P ub lic  
Accountants. The su ffic iency o f these procedures is  solely the  re sp o n s ib ility  o f 
A B C  C a rrie r and the  D epartm ent. Consequently, we m ake no rep resen ta tion  
reg a rd ing  the  su ffic iency o f the  procedures described in  the  attached A ppend ix  
e ith e r fo r the  purpose fo r w h ich  th is  re p o rt has been requested or fo r any o the r 
purpose.
The procedures perfo rm ed and the  fin d in g s  are inc luded  in  the  a ttached 
A ppendix.
W e were no t engaged to  and d id  no t conduct an exam ina tion , the  objective o f 
w h ich  w ou ld  be the  expression o f an op in ion  on ABC  C a rrie r’s com pliance w ith  
the  requ irem en ts  o f N JA C  11:22-1 fo r the  yea r ended December 31, 20XX. 
A ccord ing ly , we do no t express such an op in ion . H ad we perform ed a d d itio n a l 
procedures, o th e r m a tte rs  m ig h t have come to  ou r a tte n tio n  th a t w ou ld  have 
been reported to  you.
T h is  re p o rt is  in tended  sole ly fo r the in fo rm a tio n  and use o f the  m anagem ent 
o f ABC C a rr ie r and the  S ta te  o f N ew  Jersey D e pa rtm e n t o f B a n k in g  and 
Insurance , and is no t in tended  to be and should no t be used by anyone o ther 
th a n  these specified parties.
[S igna tu re ]
[Date]
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___________F ind ings__________
No
Procedures Exception Exception N/A
The fo llo w in g  procedures were applied to  the 
A B C  C a r r ie r ’s 20X X  A p p e n d ix  B a n n u a l 
cla im s p rom pt paym ent report.
We obta ined supporting  docum entation used 
by m anagem ent to prepare the A nnu a l New 
Jersey P rom pt Paym ent Report, and fo r each 
o f the  five  categories (physician, denta l, o ther 
h e a lth  care professional, hosp ita l, or o ther 
h ea lth  care fa c ilitie s ), where applicable, com­
pared the num ber o f cla im s and the am ount o f 
claim s fo r each qua rte r and the annua l period 
from  the supporting  docum entation used by 
m anagem ent to  prepare the  A n nu a l New Je r­
sey P rom pt Paym ent R eport to the  fo llow ing  
columns o f the report:
•  T o ta l cla im s _____________________________
•  Denied ine lig ib le
•  D enied docum ent
•  D enied cod ing/enrollm ent
•  Denied fo r am ount
•  T im e l im it  special
•  T im e l im it  o ther
•  Denied re fe rred  fraud
•  In te re s t paid
•  In te re s t am ount paid
•  T o ta l paid
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Findings
No
Procedures Exception Exception N/A
We selected 10 percent of the claims from ABC 
Carrier’s supporting documentation used by 
management to prepare the Annual New Jer­
sey Prompt Payment Report, with the selec­
tions distributed throughout the year. If 10 
percent of the claims exceeded 50, then the 
number of items selected was limited to 50. If 
10 percent of the claims resulted in less than 
10 claims, then the number of items selected 
was 10, and for each item selected we:
1. Compared the following information to 
ABC Carrier’s claim payment system:
•  Paid amount _________ __________  _____
• Claim finalization or payment date
•  Claim received date
•  Denial code
• Claim category (physician, dental, other 
health care professional, hospital, or 
other health care facilities)
2. Compared the following information to the 
original claim information submissions:
•  Date received
•  Amount billed
•  Category (physician, dental, other 
health care professional, hospital, or 
other health care facilities)
3. Noted whether, per ABC Carrier’s member 
records, original claim information sub­
mission, or both, the claim related to a 
policy issued in the state of New Jersey
4. If a selected claim was denied, compared 
denial reason indicated in ABC Carrier’s 
claims system records to supporting docu­
mentation used by management to pre­
pare the Annual New Jersey Prompt Pay­
ment Report
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F in d in g s
Procedures Exception Exception N/A
5. I f  a selected c la im  is a “clean c la im ,” as 
defined in  N JAC  11:22-1.2, and as deter­
m ined by ABC C a rrie r, reca lcu lated the 
am ount o f in te res t pa id  on the selected 
c la im  in  accordance w ith  the requ irem ents 
o f N JAC  11:22-1.5
We selected 10 claim s from  ABC C a rrie r’s p r i­
m ary cla im s system, w ith  the selections d is­
tr ib u te d  th roughou t the  year, and fo r each 
ite m  selected, traced the  selected cla im s cov­
ered under New Jersey contracts to  the  sup­
p o rtin g  docum entation used by m anagem ent 
to  prepare the A nnu a l New Jersey P rom pt 
Paym ent Report.
We proved the  a rith m e tic  accuracy o f ABC 
C a rr ie r ’s 20XX A ppend ix  B annua l cla im s 
p rom pt paym ent report.
D e s c r ip tio n  o f  E x c e p tio n s  i f  A n y
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Illustrative Management Representation Letter
[A B C  C a r r ie r ’s L e t te rh e a d ]
[D a te ]
[C P A  F i r m ’s N a m e  a n d  A d d re s s ]
In  connection w ith  yo u r engagem ent to  app ly  the  agreed-upon procedures 
enum erated in  the  A m erican  In s titu te  o f C e rtifie d  P ub lic  A ccountan ts’ S ta te ­
m en t o f P os ition  (SOP) 02-1, P e r fo r m in g  A g re e d -U p o n  P ro c e d u re s  E n g a g e m e n ts  
T h a t  A d d re s s  A n n u a l  C la im s  P r o m p t  P a y m e n t R e p o r ts  a s  R e q u ire d  b y  th e  N e w  
J e rs e y  A d m in is t r a t iv e  C ode , w h ich  were agreed to  by ABC  C a rrie r and th e  N ew  
Jersey D e pa rtm e n t o f B a n k in g  and Insurance , solely to  assist us in  com p ly ing  
w ith  the  requ irem en ts  o f N ew  Jersey A d m in is tra tiv e  Code, T itle  11, C hap te r
22, S ubchapter 1 (N JA C  11:22-1.9), fo r A ppend ix  B  20XX A n n u a l R eport 
(E x h ib it I)  fo r the  period from  Ja n u a ry  1, 20XX th ro u g h  December 31, 20XX, 
we con firm , to  the  best o f ou r know ledge and be lie f, the  fo llo w in g  rep re ­
sen tations made to  you d u rin g  you r engagement:
1. W e are responsible fo r com pliance w ith  the  requ irem en ts  o f N JA C  
11:22-1 and fo r the  in fo rm a tio n  in  A B C  C a rr ie r ’s an nu a l c la im s p rom pt 
paym en t report.
2. D u rin g  the  yea r ended December 31, 20XX, the re  have been no erro rs 
o r fra u d  th a t w ou ld  ind ica te  th a t A B C  C a rrie r is n o t in  com pliance w ith  
the  requ irem en ts  o f N JA C  11:22-1.
3. W e have disclosed to  you a ll kno w n m a tte rs  con tra d ic ting  the  in fo rm a ­
tio n  in  ABC  C a rr ie r ’s annua l c la im s p ro m p t paym en t report.
4. T here have been no com m unications from  re g u la to ry  agencies re la tin g  
to  A B C  C a rrie r’s an nu a l c la im s p ro m p t paym en t report, in c lu d in g  
com m unications received between December 31, 20XX, and the  date o f 
th is  le tte r.
5. We have made ava ilab le  to  you a ll in fo rm a tio n  th a t we believe is 
re le va n t to  A B C  C a rr ie r ’s an nu a l c la im s p ro m p t paym en t report.
6 . W e have responded fu lly  to a ll in q u ir ie s  made to  us by  you d u rin g  the  
engagement.
To the  best o f ou r know ledge and be lie f, no events have occurred subsequent to  
December 31, 20XX, and th ro u g h  the  date o f th is  le tte r  th a t w ou ld  req u ire  
ad jus tm en t to  o r m od ifica tion  o f the  fin d in g s  o f the  agreed-upon procedures.
[S ig n a tu re ]
[T i t le ]
[S ig n a tu r e ]
[T i t le ]
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Information Sources
F u rth e r in fo rm a tio n  on m atte rs  addressed in  th is  Guide is ava ilab le  th rough  
various pub lica tions and services lis te d  in  the  table  th a t fo llow s. M any non­
governm ent and some governm ent pub lica tions and services invo lve  a charge 
or m em bership requirem ent.
Fax services a llow  users to fo llow  voice cues and request th a t selected 
documents be sent by fax  m achine. Some fax services requ ire  the user to  ca ll 
from  the  handset o f the fax m achine, others a llow  the  user to ca ll from  any 
phone. M ost fax services o ffe r an index document, w h ich  lis ts  tit le s  and o ther 
in fo rm a tion  describ ing ava ilab le  documents.
E lectron ic b u lle tin  board services a llow  users to  read, copy, and exchange 
in fo rm a tio n  e lectron ica lly . M ost are availab le  using  a modem and standard 
com m unications software. Some b u lle tin  board services are also ava ilab le  using  
one o r more In te rn e t protocols.
Recorded announcements a llow  users to  lis te n  to  announcements about a 
va rie ty  o f recent or scheduled actions or m eetings.
A ll te lephone num bers lis ted  are voice lines, unless o therw ise designated as 
fax  (f) o r data  (d) lines. R equired modem speeds, expressed in  bauds per second 
(bps), are lis te d  fo r data  lines.
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Appendix Z 
Schedule o f Changes M ade to Property and  
Liability Insurance Companies
A s o f  M a y  2004
B eginn ing  M ay 2001, a ll schedules o f changes re flec t on ly  cu rre n t year a c tiv ity
to  im prove c la rity .
Reference
G eneral
Preface
P aragraph 1.01
Paragraphs 1.06, 
1.09, 1.30, 1.38, 
1.41, and 1.50
H eading  p rio r to 
paragraph 1.51 
P aragraph 1.52
Paragraphs 1.53, 
1.54, and 1.55
Renum bered 
Paragraphs 1.57, 
1.60, 1.61, and 
1.63
Renum bered 
paragraph 1.65 
Renum bered 
paragraphs 1.66, 
1.68, and 1.73 
Renum bered 
paragraph 1.74 
Renum bered 
paragraph 1.78
E x h ib it 1-1
H eading  and 
paragraphs 2.01 
and 2.02
Change
D eleted “A u d its  o f ’’ in  a ll references to  a ll applicable 
Guide title s .
Revised (and footno te  1 added) to  re fle c t updated 
A IC P A  SASs, and the a p p lica b ility  and requ irem ents to  
the  Sarbanes-O xley A c t and Standards o f the  PCAOB.
Footnote 1 added to  c la r ify  guidance; Subsequent foo t­
notes renum bered.
Revised to  c la r ify  guidance.
Footnote * added.
Revised to  c la r ify  guidance; Footnote † added.
Added to  re flec t the a p p lica b ility  o f the Sarbanes-Oxley 
A c t o f  2002 and re la ted  SEC and PCAOB regu la tions as 
w e ll as N A IC  developm ents; Footnotes ‡, | | , and # 
added; Subsequent paragraphs renum bered.
Revised to  c la r ify  guidance.
Footnote * *  added.
Revised to  c la r ify  guidance.
Footnote * deleted.
Table 1.1 redesignated as table  1-1 and revised to  c la r ify  
guidance; Guidance added to  re flec t the  issuance o f 
FASB S tatem ent No. 132, FASB In te rp re ta tio n  No. 
46(R), SSAP No. 89, etc; Footnotes *, †, ‡, etc. added; 
Footnote 1 added to c la r ify  guidance.
Footnote 2 revised to  c la r ify  guidance; Footnote * added.
Added to  re fle c t the expansion o f new independence and 
N A IC  ru les; Footnote * added; Subsequent paragraphs 
renum bered.
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R e fe re n ce
H eading  p rio r to 
renum bered 
paragraph 2.03
Renum bered 
paragraphs 2.04, 
2.07, 2.08, and 
2.11
H eading  p rio r to 
renum bered 
paragraph 2.12
Renum bered 
paragraph 2.19
H eading  p rio r to 
renum bered 
paragraph 2.20
Paragraph 2.23
H eading  p rio r to 
renum bered 
paragraph 2.24
Renum bered 
paragraph 2.28
H eading  p rio r to 
renum bered 
paragraph 2.29
Renum bered 
paragraph 2.31
H eading  p rio r to 
renum bered 
paragraph 2.33
Renum bered 
paragraph 2.35
Renum bered 
paragraph 2.36
H eading  p rio r to 
renum bered 
paragraph 2.37
Renum bered 
paragraph 2.41
Renum bered 
paragraph 2.43
Renum bered 
paragraphs 2.47 
and 2.51
Change
Footnote t  added.
Revised to  c la r ify  guidance.
Footnote ‡ added.
Footnote 3 deleted and moved to  renum bered para ­
graph  2.23 fo r c la rifica tio n ; Subsequent footnotes re ­
num bered.
Renum bered footnote 3 revised fo r c la rifica tio n .
Added to  c la r ify  guidance; Footnote 4 added from  re ­
num bered paragraph 2.19 fo r c la rifica tio n ; Subsequent 
paragraphs fu rth e r  renum bered.
Footnote | |  added.
Revised to  re flec t the  issuance o f the Sarbanes-Oxley 
A c t o f 2002 and re la ted  SEC and PCAOB ru les and 
regu la tions.
Footnote # added.
Revised to  re flec t the  issuance o f the  Sarbanes-Oxley 
A c t o f 2002 and re la ted  SEC and PCAOB ru les and 
regu la tions; Footnote * *  added.
Footnote †† revised.
Revised to  c la r ify  guidance.
Revised to  re flec t the  issuance o f the  Sarbanes-Oxley 
A ct o f 2002 and re la ted  SEC ru les and regu la tions.
Footnote ‡‡ added.
Revised to  c la r ify  guidance.
Tables 2.1 and 2.2 redesignated as tables 2-1 and 2-2 and 
revised to  c la r ify  guidance.
Revised to  c la r ify  guidance.
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Reference
H eading  p rio r to 
renum bered 
paragraph 2.52
Renum bered 
paragraphs 2.60 
and 2.61
Renum bered 
paragraph 2.63
H eading and 
paragraphs 2.64, 
2.65, 2.66, 2.67, 
2.68, and 2.69
H eading and 
paragraph 2.70
Renum bered 
paragraph 2.71
P aragraph 2.95
P aragraph 3.30
H eading p rio r to 
paragraph 3.31
Paragraphs 3.35, 
3.46, and 3.47
Paragraphs 4.01 
and 4.02
P aragraph 4.70
H eading p rio r to 
paragraph 4.72
P aragraph 4.74
H eading p rio r to 
paragraph 4.84
P aragraph 4.110
P aragraph 4.113
Renum bered 
paragraph 4.114
Change
Footnote | | | |  added.
Revised to  c la r ify  guidance.
Footnote ## added.
Added to c la r ify  guidance in  re la tio n  to  the issuance o f 
the  Sarbanes-O xley A c t o f 2002, the  PCAO B, and 
re la ted  N A IC  developm ents; Footnotes * * * , 10, and ††† 
added to c la r ify  guidance; Subsequent paragraphs and 
footnotes renum bered.
Added to  re flec t new SEC guidance in  re la tio n  to  the  
issuance o f the Sarbanes-O xley A ct o f  2002; Subsequent 
paragraphs renum bered.
Revised to c la r ify  guidance.
Added E xh ib its  2-1, 2-2, 2-3, 2-4 and re la ted  footnotes 
to  c la r ify  guidance.
Revised to c la r ify  guidance.
Footnote 3 added to re flec t the  issuance o f new SEC 
guidance; Subsequent footnotes renum bered.
Revised to  c la r ify  guidance.
Revised to  c la r ify  guidance.
Revised to  re fle c t the revis ions to  the  N A IC  P roperty  
and C asualty A n nu a l S ta tem ent In s truc tio ns ; Footnote
* added.
Footnote * added.
Added to re flec t the revisions to  the N A IC  P rope rty  and 
C asualty A nnu a l S tatem ent In s truc tio ns ; Subsequent 
paragraphs renum bered.
Footnote 4 revised to c la r ify  guidance.
Revised to  c la r ify  guidance.
A dded  to  re fle c t new  gu idance  in  regards to  th e  
Sarbanes-O xley A c t o f 2002 and re la ted  SEC, PCAOB 
and A IC P A  ru les and regu la tions as w e ll as N A IC  
developm ents; Subsequent paragraphs fu rth e r renum ­
bered.
Revised to  c la r ify  guidance.
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Reference
H eading p rio r to 
renum bered 
paragraph 4.120
Renum bered 
paragraph 4.121
P aragraph 5.06
P aragraph 5.08
Renum bered 
paragraph 5.09
Renum bered 
paragraphs 5.10, 
5.11, 5.13, and 
5.14
Renum bered 
paragraph 5.17
Renum bered 
paragraph 5.25
Renum bered 
paragraph 5.26
P aragraph 5.33
H eading p rio r to 
renum bered 
paragraph 5.35
Renum bered 
paragraph 5.35
Renum bered 
paragraph 5.36
Renum bered 
paragraph 5.37
Renum bered 
paragraph 5.38
Renum bered 
paragraph 5.41
Renum bered 
paragraph 5.48
H eading p rio r to 
paragraph 5.49
Renum bered 
paragraph 5.49
Change
Footnote 5 added to re flec t new guidance re la ted  to  the 
Sarbanes-O xley A c t o f 2002 and re la ted  SEC and 
PCAOB ru les and regu la tions; Subsequent footnotes 
renum bered.
Footnote † added.
Revised to  c la r ify  guidance.
Added to  c la r ify  guidance; Footnotes 1 and 2 added to 
c la r ify  guidance; Subsequent paragraphs and footnotes 
renum bered.
Footnote * added.
Revised to  c la r ify  guidance; Footnote † added.
Footnote  3 added to  re fle c t the  issuance o f FASB 
S ta te m e n t No. 150; S ubsequent foo tno tes fu r th e r  
renum bered.
Revised to  c la r ify  guidance; Footnote *  deleted. Renum ­
bered footnotes 4 and 6 revised to  c la r ify  guidance.
Footnote 7 added to  c la r ify  guidance; Subsequent foot­
notes fu rth e r renum bered.
Footnote * deleted.
Footnote ‡ added.
Revised to  c la r ify  guidance; Footnote | | added.
Revised to  c la r ify  guidance; Footnotes # and * *  added.
Footnote 8 added to  re flec t the  issuances o f SOP 03-4 
and SOP 03-5; Subsequent footnotes fu rth e r  renum ­
bered.
Revised to  re flec t the  issuance o f FASB S tatem ent No. 
149; Footnote 9 added to re flec t the  issuance o f SEC 
S ta ff Accounting  B u lle tin  No. 105; Footnote f t  added.
Footnote ‡‡ added.
Revised to  re flec t the issuance o f FASB S tatem ent No. 
149; Footnote 10 added and revised to  c la r ify  guidance; 
Footnote * deleted.
Footnote 11 added to  c la r ify  guidance.
Footnote | | | | added to  re flec t changes to  N A IC  filin g  
requirem ents.
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Reference
Renum bered 
paragraphs 5.51, 
5.52, 5.54, 5.55, 
5.56, 5.57, 5.58, 
and 5.59
Renum bered 
paragraph 5.65
Renum bered 
paragraph 5.66 
Renum bered 
paragraph 5.67
Renum bered 
paragraph 5.68
Renum bered 
paragraph 5.69
Renum bered 
paragraph 5.70 
Renum bered 
paragraph 5.71
H eadings p rio r to 
paragraphs 6.41, 
6.47, and 6.53
Paragraph 6.47
P aragraph 6.51
Paragraph 6.54
Paragraph 6.57
P aragraph 6.81
Paragraphs 7.01 
and 7.13
H eading and 
paragraphs 7.19, 
7.20, and 7.21
H eading p rio r to 
renum bered 
paragraph 7.53
H eading p rio r to 
paragraph 8.01
P aragraph 8.01
Paragraphs 8.03, 
8.04, 8.13, 8.27, 
and 8.30
P aragraph 8.37
A ppend ix A
Change
Revised to  c la r ify  guidance; Footnote ## revised; Foot­
note * deleted.
Footnote * * *  added.
Revised to  c la r ify  guidance; Footnote ††† revised.
Revised to  c la r ify  guidance and to  re flec t the  issuance 
o f F IN  No. 46(R ); F oo tnote  ‡‡‡ rev ised ; Footnote 
| | | | | | added.
Footnotes * *  deleted; Footnote ### added.
Footnote * deleted; Footnote * * * *  added.
Footnote †††† added.
Revised to  c la r ify  guidance.
Footnotes *, †, and # added.
Footnote 2 revised to  c la r ify  guidance.
Footnote | | added.
Footnote 5 revised to  c la r ify  guidance.
Footnote * *  added.
E x h ib it 6-1, Footnote 1 revised to  c la r ify  guidance. 
Revised to  c la r ify  guidance.
Added to  re fle c t the issuance o f the  Pension F und ing  
E q u ity  A c t o f 2004; Subsequent paragraphs renum ­
bered.
Footnote * added.
Footnote * added.
Footnote t  added.
Footnotes ‡  I I ,  # ,  ** ,  and †† added.
Footnote ‡‡ added.
Footnotes *, †, and ‡ added to  heads; Footnote 1 revised 
to  c la r ify  guidance; Footnote 2 added to  re flec t revisions 
to  the  N A IC  P roperty  and C asualty  A n nu a l S tatem ent 
Ins truc tions .
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Reference 
A ppend ix B
A ppendix C
A ppend ix G 
A ppend ix U  
G lossary
Change
Footnote 1 added to  re fle c t revis ions to  the  N A IC  
P rope rty  and C asualty A n nu a l S ta tem ent Ins truc tio ns ; 
S u b se q u e n t fo o tn o te s  re n u m b e re d ; R en um b ered  
footnote 2 revised to c la r ify  guidance.
E x h ib it C -1, Footnote 2 added to re flec t the  issuance o f 
FAS B S ta tem ent No. 150; S u m m a ry  o f  S ig n i f ic a n t  
A c c o u n t in g  P o lic ie s  revised to c la r ify  guidance; E x h ib it 
C-5, Footnote 1 added to  re flec t the issuance o f FASB 
S tatem ent No. 149.
Revised to  c la r ify  guidance.
Updated.
Revised to  c la r ify  guidance.
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A b s tra c t. A  fo rm  con ta in ing  basic data  shown on a policy. Copies o f an abstract 
m ay be used by the  accounting, s ta tis tica l, p a y ro ll a ud it, and inspection 
departm ents.
A c c id e n t ye a r. The year in  w hich  an accident occurred.
A cco u n t c u rre n t o r  agen ts ’ accou n t. See A g e n c y  b i l l in g .
A c c re tio n  o f  d is c o u n t o n  bonds. A d jus tm e n t o f the  purchase price o f bonds 
purchased a t less th a n  pa r va lue to  increase the  va lue to  pa r a t m a tu r ity  
date. The ad justm ent is calculated to  y ie ld  the effective ra te  o f in te re s t a t 
w h ich  the  purchase was made, w h ich  is called the  in te re s t m e th o d .
A c q u is itio n  costs. Costs th a t va ry  w ith  and are p r im a r ily  re la ted  to  the  
acqu is ition  o f new and renew al insurance contracts. Com m issions and 
o the r costs (fo r example, sa laries o f ce rta in  employees invo lved in  the  
u n d e rw ritin g  and po licy issue functions, and m edical and inspection  fees) 
th a t are p r im a r ily  re la ted  to  insurance contracts issued or renewed d u rin g  
the  period in  w h ich  the  costs are incu rre d  are considered to  be acqu is ition  
costs.
A d d it io n a l p re m iu m . A  p re m iu m  due from  an in su re d  a ris in g  fro m  an 
endorsem ent.
A d ju s tm e n t b u re a u . A n  o rgan iza tion  form ed by a group o f insurance compa­
nies to  investiga te , ad just, and negotiate c la im s on b eh a lf o f the  companies.
A d m itte d  asset. A n  asset recognized and accepted by state insurance regu la ­
to ry  a u th o ritie s  in  de te rm in ing  the  fin an c ia l cond ition  o f an insurance 
company.
A dvance  p re m iu m s . The p rem ium s collected in  advance o f the  p rem ium  due 
dates.
A gency b il l in g . A n y  o f va rious m ethods o f p rem ium  b illin g  and co llection in  
w h ich  the  insured  is b ille d  by the  agent and the  p rem ium  is collected by 
e ith e r the  agent o r the  insurance company.
A gency com pany. A n  insurance company whose business is produced th rough  
a ne tw o rk  o f agents, as d is tingu ished  from  a d irec t w r it in g  company whose 
business is produced by company employees.
A gency re in s u ra n c e . Reinsurance arranged to  be assumed o r ceded fo r an 
in su re r by one o f its  agents who u sua lly  handles the de ta ils  o f w r it in g  the  
policies and co llecting  or paying  the  p rem ium s. F or exam ple, on ve ry large 
risks  the  agent freq ue n tly  issues on ly  one po licy to the insured  and then  
obta ins re insurance from  o ther companies to  reduce the exposure o f the  
in su re r to  a desired level.
A gency system . A  system  o f producing  business th ro ug h  a n e tw o rk  o f agents. 
Such agents have a contract to  represent the  company and are o f th ree  
classes: local, reg ional, and general. These classes are compensated a t 
d iffe r in g  rates o f commission, and general agents have m uch greate r 
respons ib ilities  and duties th a n  loca l and reg iona l agents.
A g en t. A n  independent contractor who represents one insurance company, 
called an e x c lu s iv e  ag e n t, or more th a n  one company, called an in d e p e n d e n t  
a g e n t, w ith  express a u th o rity  to  act fo r the  company or companies in  
dea ling  w ith  insureds.
A gen ts ’ ba lance . P rem ium  balances, less commissions payable thereon, due 
from  agents and brokers.
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A g grega te  excess o f loss. A  stop-loss agreem ent designed to p reven t a ceding 
company’s loss from  exceeding a predeterm ined lim it .  For exam ple, i f  
under an agreem ent ind em n ify in g  a company aga inst losses in  excess o f a 
70-percent loss ra tio , the  ceding company’s loss ra tio  exceeds 70 percent, 
then  recovery w ill  be made from  the  re insu re r o f the  am ount necessary to 
reduce the loss ra tio  to  70 percent.
A lie n  com pany. Insurance company dom iciled in  a fo re ign  country.
A m o rtiz a tio n  o f p re m iu m s  on  bonds. A d jus tm e n t o f the  purchase price o f 
bonds purchased a t m ore th a n  par va lue  to  decrease the  va lue  to  pa r a t 
m a tu rity . The ad justm ent is calculated to  y ie ld  the  effective ra te  o f in te res t 
a t w h ich  the  purchase was made, know n as the  in te re s t m e th o d .
A n n u a l p ro  ra ta . A  basis used to  calculate unearned prem ium s in vo lv in g  the 
assum ption th a t the average date o f issue o f a ll policies w ritte n  d u rin g  the 
year is the m idd le  o f the  year.
A n n u a l s ta te m e n t (c o n v e n tio n  s ta te m e n t o r  c o n v e n tio n  fo rm ). A  s ta te ­
m en t fu rn is h in g  the  com plete in fo rm a tio n  regard ing  the  company’s condi­
tio n  and a ffa irs  a t December 31 o f each year requ ired  by insurance 
departm ents o f the  various states in  w hich  a company is au thorized  to 
transact business. T h is annua l sta tem ent m ust be file d  on the  fo rm  
prescribed by the  N A IC  w ith  the various insurance departm ents by M arch 
1 o f the fo llo w in g  year.
A n n u ity  c o n tra c t. C ontract th a t provides fixed  or va riab le  period ic paym ents 
made from  a stated o r contingent date and con tinu ing  fo r a specified period, 
such as fo r a num ber o f years or fo r life .
A p p lic a tio n . A  request fo r insurance subm itted  to  the  in su re r by o r on b eh a lf 
o f the insured. A n  app lica tion  u sua lly  includes su ffic ien t in fo rm a tio n  fo r 
the in su re r to  determ ine w hether i t  w ishes to  accept the  r isk . In  some lines 
o f insurance the te rm s d a i ly  and a p p l ic a t io n  are used synonym ously.
A ssessm ent e n te rp ris e . A n  insurance company th a t sells insurance to  groups 
w ith  s im ila r in te rests, such as church denom inations or professional 
groups. Some assessment enterprises also sell insurance d ire c tly  to  the 
general pub lic . I f  the  ente rp rise  cannot pay a ll c la im s, the  m em bers m ay 
be assessed.
Assets, le d g e r. Assets th a t are recorded in  a company’s general ledger. They 
u sua lly  include investm ents, cash, agents’ balances, or uncollected p re m i­
um s and reinsurance recoverable.
Assets, n o n a d m itte d . Assets, or portions thereof, th a t are no t p e rm itted  to  be 
reported  as adm itted  assets in  the annua l sta tem ent file d  w ith  various 
insurance departm ents. N onadm itted  assets are defined by the  insurance 
law s o f va rious states. M a jo r nonadm itted  assets include: an excess o f book 
va lue over s ta tem ent value o f investm ents, agents’ balances o r uncollected 
prem ium s over th ree  m onths due, and fu rn itu re , fix tu re s , supplies, equ ip­
m ent, and autom obiles.
Assets, n o n le d g e r. Assets no t recorded on a company’s general ledger. They 
u sua lly  inc lude  an excess o f s ta tem ent va lue  o f stocks and bonds over th e ir  
book values and accrued in te re s t or o ther accrued income on investm ents.
A sso c ia tio n s , poo ls, and  syn d ica tes . O rganiza tions form ed by several in s u r­
ance companies or groups o f companies as jo in t ventures to  und e rw rite  
specialized types o f insurance or to  w rite  insurance in  specialized areas.
A ssu m in g  com pany. A  company th a t accepts a ll or p a rt o f an insurance r is k  
from  another company th rough  reinsurance.
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A u d it p re m iu m s . Earned p rem ium s determ ined from  data developed by p e ri­
odic aud its  o f insureds’ records or from  period ic reports subm itted  by 
insureds. Such aud its  are made and such reports  are subm itted  e ithe r 
m on th ly , q u a rte rly , sem iannua lly , or annua lly .
A u to m a tic  tre a ty . Reinsurance tre a ty  usua lly  pro ra ta , under w h ich  the re in ­
su re r is  com m itted  to  accept from  the  ceding company a fixed  share o f each 
r is k  or o f specified risks. The ceding company is obligated to  cede, and the  
re in su re r is obligated to  accept.
A ve rage  rese rves. A  m ethod o f e s tim a ting  loss lia b ilit ie s  by m u ltip ly in g  the 
num ber o f ou ts tand ing  cla im s by an average am ount per c la im  based on 
past experience.
B e n e fit. A n y  paym ent made under the term s o f an insurance contract.
B in d e r. A n  agreem ent, w h ich  m ay be w r it te n  o r o ra l, w hereby one p a rty  
agrees to  in su re  a no the r pend ing  rece ip t o f and f in a l ac tion  on the  
app lica tion .
B o rd e re a u . A  deta iled  lis tin g  o f prem ium s or loss transactions, o r both, 
u sua lly  prepared m on th ly  and g iven to  in te rested  parties. F requen tly  
rendered by ceding companies to  re insu re rs  and by large general agents to  
companies.
B ro ke rs . Licensed representatives who place the insurance o f th e ir  c lien ts 
w ith  insurance companies. Com pensation fo r th e ir  services consists o f 
commissions pa id  to  them  by the  insurance companies. They are n o t agents 
o f the  companies, and the  commissions they receive are u sua lly  low er th an  
th a t o f agents who leg a lly  represent the companies.
B u lk  re in s u ra n c e . See P o r t fo l io  re in s u ra n c e .
C a n c e lla tio n . Com plete te rm in a tio n  o f an e x is ting  policy before exp ira tion .
Case basis. L ia b ilitie s  fo r losses (cla im s) or loss expenses determ ined based 
on in d iv id u a l estim ates o f the  va lue o f each unpa id  loss (c la im ).
Case rese rve . A  lia b ility  fo r loss estim ated to be pa id  in  the  fu tu re  on an 
ou ts tand ing  cla im .
C a ta s tro p h e . A  conflagration, earthquake, w indsto rm , explosion, or s im ila r 
event re su ltin g  in  subs tan tia l losses. C atastrophe losses— the whole loss 
insured  by an insurance company from  a single ca tastroph ic event— are 
u sua lly  re insu red  under excess-of-loss trea ties  in  order to  l im it  any one 
such loss to  a specific d o lla r am ount.
C ed ing  com pany. A  company th a t transfe rs  a ll or p a rt o f an insurance r is k  to  
ano the r company th rough  reinsurance. A lso called a p r im a r y  c o m p a n y .
C ession. A  u n it o f insurance passed on to a re insu re r by a ceding or p rim a ry  
company. U nder ce rta in  k ind s  o f re insurance trea ties , m any re insurers  
give each transaction  a num ber, called a cess ion  n u m b e r.
C la im . A  demand fo r paym ent o f a po licy benefit because o f the  occurrence o f 
an insu red  event, such as the  death or d is a b ility  o f the  insured, the 
m a tu r ity  o f an endowm ent, the incurrence o f hosp ita l o r m edical b ills , the 
destruction  or damage o f p roperty , and re la ted  deaths or in ju rie s ; defects 
in , liens on, o r challenges to  the  t it le  to rea l estate, or the  occurrence o f a 
su re ty  loss.
C la im  a d ju s tin g . The process o f inves tiga ting , appra is ing, nego tia ting  and, 
sometimes, se ttlin g  claim s.
C la im  fre q u e n cy . The re la tive  incidence o f cla im s in  re la tio n  to  an exposure 
base.
C la im  s e v e rity . The re la tive  m agnitude o f the  d o lla r am ount o f claim s.
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C la im  o r  loss file s . A ll data  re la tin g  to  each loss o r c la im  together in  a fo lde r 
o r stapled together, or the  like , and re fe rred  to  as the  loss o r c la im  file .
Class o r  m a n u a l ra tin g . A  m ethod o f d e te rm in ing  p rem ium s based on stand­
a rd  ra tes fo r large groups o f s im ila r risks.
C om b ined  ra tio s . The sum o f both  the  loss ra tio  and expense ra tio  used to 
measure u n d e rw ritin g  perform ance.
C om m issions. Com pensation pa id  by an insurance company to  agents or 
brokers fo r p lac ing  insurance coverage w ith  the  company, u sua lly  dete r­
m ined as percentages o f the  prem ium s.
C o m m u ta tio n . A  se ttlem ent agreem ent (a buy back) reached between a re in ­
sured and a re insu re r by w h ich  the  re insurance ob liga tion  is te rm ina ted  
by an agreem ent by the  re insu re r to  pay funds a t present va lue th a t are 
no t ye t due under the  reinsurance agreement.
C o n tra c t h o ld e r. A  person who has an insurance contract in  h is  or he r pos­
session or under h is  or he r control. The te rm  is freq ue n tly  applied to 
describe the insured, regardless o f the ow nersh ip  o f the contract.
C o n tr ib u tio n  to  p re m iu m  in  fo rce . N et change in  prem ium s in  force fo r a 
period or ne t o rig in a l p rem ium s w ritte n  d u rin g  a period (to ta l o rig in a l 
prem ium s less o rig in a l re tu rn  prem ium s).
C o n ve n tio n  s ta te m e n t o r  c o n v e n tio n  fo rm . See A n n u a l s ta te m e n t.
C ost re c o v e ry  m e th od . A  m ethod o f accounting fo r insurance coverage pro­
vided by the re p o rtin g  e n tity  in  w h ich  prem ium s are recognized as revenue 
in  am ounts equal to estim ated c la im  costs when insu red  events occur u n til 
the  u ltim a te  p rem ium  is  reasonably estim able and recogn ition  o f income 
is postponed u n t il th a t tim e.
D a ily  re p o r t o r  d a ily . A  copy o f a po licy re ta ined  by an insurance company or 
forw arded to  the  company by an agent. The d a ily  includes a ll special 
provisions and endorsem ents, and i t  is one o f the  basic documents in  an 
insurance office.
D e c la ra tio n  sets. Documents generated by an insurance company in  process­
in g  policy app lica tions and endorsem ents th a t include b illin g  statem ents 
and insurance ID  card, as w e ll as in fo rm a tio n  such as te rm s o f the  policies, 
lines o f coverage, prem ium s, and agent in fo rm a tion .
D e p o s it m e th od . A  m ethod o f recognizing p rem ium  revenue and c la im  costs 
when the  u ltim a te  p rem ium  is reasonably estim able.
D e p o s it p re m iu m s . P rovis iona l p rem ium  paym ents by policyholders th a t are 
adjusted a t the  end o f the  po licy te rm s based on actua l coverage provided.
D e ve lop m e n t (ru n o ff)  o f loss rese rves. Com parison o f the  loss reserves ou t­
s tand ing  a t a p a rtic u la r date w ith  the to ta l o f the  paym ents on such losses 
from  the  reserve date to  the  developm ent date, p lus the  estim ated losses 
s t i l l  unpa id  a t the  date o f the  developm ent.
D iffe re n ce s . Term  applied to  the  differences between accounts cu rre n t ren ­
dered by agents and transactions shown on the company’s records, caused, 
fo r example, by the  agents and the  company using  d iffe re n t cu to ff dates or 
by errors and om issions by the company or the agents.
D ire c t b illin g . B illin g  by an insurance company d ire c tly  to insureds fo r pre­
m ium s due. On collection, the company pays the com m ission to the  agent.
D ire c t p re m iu m s . T o ta l p rem ium s, n e t o f re tu rn  prem ium s, on policies issued 
to  provide the  p rim a ry  insurance on a given risk .
D ire c t w r it in g  com pany. A n  insurance company whose business is produced 
by company employees, as d is tingu ished  from  an agency company whose 
business is produced by agents.
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D is c o u n tin g . Recording fu tu re  c la im  paym ents and expenses a t th e ir  p resent 
value.
D om estic  in s u re rs . Insurance companies dom iciled in  a p a rtic u la r state.
E a rn e d  p re m iu m s . Pro ra ta  portions o f p rem ium s applicable to  the  expired 
period o f a policy.
E ffe c tiv e  da te . The date when insurance coverage under a po licy begins.
E ndo rsem en t. D ocum entary evidence o f a change in  an e x is tin g  po licy th a t 
m ay re s u lt in  a change in  p rem ium , re tu rn  p rem ium , o r no p rem ium  
adjustm ent.
Excess in su ra n ce . A  policy covering the  insured  aga inst loss in  excess o f a 
sta ted am ount. The u nd e rly in g  am ount is u sua lly  insured  by another 
po licy b u t can be re ta ined  by the  insured.
E xcess-of-loss tre a ty . A  k in d  o f re insurance contract in  w h ich  the re insu re r 
pays a ll or a specified percentage o f a loss caused by a p a rtic u la r occurrence 
o r event (fre quen tly  o f a more or less ca tastroph ic na tu re ) in  excess o f a 
fixed  am ount and up to  a s tip u la ted  lim it.  M ost such contracts do no t app ly 
to  specific policies b u t to  aggregate losses incu rre d  under a ll policies subject 
to  the p a rtic u la r hazards re insured. The p rem ium  is u sua lly  a percentage 
o f the ne t p rem ium s w ritte n  by the  ca rrie r fo r the  hazards subject to such 
reinsurance.
Excess schedu le  p rese rves . The excess o f m in im u m  reserves requ ired  by 
sta te  regu la to ry  a u th o ritie s  over the  estim ated lia b il ity  fo r losses estab­
lished  fo r ce rta in  lines, p r im a r ily  bod ily  in ju ry  lia b il ity  and w orkers ’ 
compensation. A lso called S ta tu to ry  lo ss  rese rves.
E xpense ra tio . U n d e rw ritin g  expenses d iv ided  by w ritte n  prem ium s.
E xp e rie n ce  ra tin g . Prospective ad justm ent o f prem ium s based on the  in ­
sured’s past experience under the  coverage.
E xp osu re . M easurem ent o f the  exten t o f a hazard  assumed by the  ca rrie r. 
F rom  the  s ta tis tica l s tandpo in t o f ra te  m aking , exposure is the  product o f 
the  am ount o f insurance a t r is k  and the  po licy period expressed in  years.
Face sheet. A  sheet a ffixed  to  the  fro n t o f a c la im  file  conta in ing  abstracts o f 
coverage and loss notices along w ith  o ther in fo rm a tio n  fo r la te r use in  
developing s ta tis tics  fo r reserve analysis and product p ric ing .
F a c u lta tiv e  re in s u ra n c e . A rrangem ents under w h ich  each r is k  to  be re in ­
sured is offered to  and accepted or rejected by the  re insu re r. Such a rrange­
m ents do no t obligate the  ceding company to  cede or the re in su re r to  accept.
F a ir  access to  in su ra n ce  re q u ire m e n ts  (F A IR ) p la n . A  fe d e ra lly  approved 
and sta te  supervised program  to  m ake p ro pe rty  insurance availab le  in  
h ig h -r is k  areas.
F e llo w  o f th e  S o c ie ty  o f A c tu a rie s  (FSA). A  fu ll  m em ber o f the  Society o f 
A ctuaries. The Society o f A ctuaries is a professional a c tu a ria l society 
covering N o rth  A m erica  th a t m a in ta in s  rigorous exam ina tion  requ ire ­
m ents fo r adm ission to  m em bership.
F id e lity  b on d . Insurance th a t covers employers aga inst d ishonest acts by 
employees.
F ire  a nd  a llie d  lin e s  in su ra n ce . P roperty  insurance coverage fo r risks  such 
as fire , w indsto rm , h a il, and w a te r damage.
F o re ig n  in s u re rs . Insurance companies dom iciled outside a p a rtic u la r state.
F ro n tin g . A n  arrangem ent in  w h ich  an issuer issues a po licy on a r is k  fo r and 
a t the request o f another in su re r w ith  the in te n t o f re in su rin g  the  e n tire  
r is k  w ith  the o the r in su re r fo r a fee.
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F un ds  h e ld  b y  a com pany u n d e r re in s u ra n c e  tre a ty . A n  account used to re ­
cord a lia b il ity  from  a deposit from  a re insu re r o r the w ith h o ld in g  o f a 
po rtion  o f the prem ium s due as a guarantee th a t a re insu re r w ill m eet its  
loss and o ther obligations.
F un ds  h e ld  b y  o r  d e p o s ite d  w ith  ce d in g  re in s u re rs . A n  asset account used 
by a re insu re r to record deposits made w ith  ceding companies, pools, or 
associations o f portions o f prem ium s due from  them  to guarantee th a t the 
re insu re r w ill m eet its  loss and o ther obligations.
G e ne ra l agents. Agents assigned exclusive te rr ito rie s  in  w h ich  to  produce 
business on b eh a lf o f an insurance company.
G e n e ra l l ia b il i t y  in su ra n ce . L ia b ility  coverage fo r m ost physica l and prop­
e rty  damages n o t covered by w orkers ’ compensation or autom obile l ia b il ity  
insurance.
G ross in  fo rce . Aggregate prem ium s from  a ll policies on d irec t and assumed 
business recorded before a specified date th a t have no t ye t expired o r been 
canceled.
G ross n e t p re m iu m  incom e. As used in  reinsurance contracts, gross w ritte n  
prem ium s, less re tu rn  prem ium s and reinsurance prem ium s. T h is te rm  
has the  same m eaning as n e t w r i t te n  p re m iu m s  o r n e t p re m iu m s  in  the 
U n ite d  States. In  Europe, the te rm  n e t p re m iu m s  refers to  gross p rem ium s 
received less re tu rn  prem ium s, re insurance prem ium s, and commissions 
paid  on prem ium s.
G ross p re m iu m . The p rem ium  charged to a po licyho lder fo r an insurance 
contract. See also N e t p re m iu m s .
G ro u p  in su ra n ce . Insurance p ro tecting  a group o f persons, usua lly  employees 
o f an e n tity  and th e ir  dependents. A  single insurance contract is issued to 
th e ir  em ployer o r o ther representa tive  o f the group. In d iv id u a l certifica tes 
o ften are given to  each insu red  in d iv id u a l or fa m ily  u n it. The insurance 
u sua lly  has an annua l renewable contract period, a lthough  the  in su re r 
m ay guarantee p rem ium  rates fo r tw o o r th ree  years. A d justm ents  to 
prem ium s re la tin g  to the  actua l experience o f the group o f insured  persons 
are common.
H aza rd . The r is k  o r p e r il o r source o f r is k  insured  against. T h is  te rm  is 
freq ue n tly  used in terchangeab ly w ith  the  term s r is k  and p e r i l .
In c u rre d -b u t-n o t-re p o rte d  (IB N R ) c la im s . C la im s  r e la t in g  to  in s u re d  
events th a t have occurred b u t have no t ye t been reported  to the  in su re r or 
re insu re r as o f the  date o f the  fin a n c ia l statem ents.
In c u rre d  loss ra tio . R atio  ca lcu lated by d iv id in g  incu rred  losses by earned 
prem ium s.
In c u rre d  losses (c la im s). Losses pa id  or unpa id  fo r w h ich  the company has 
become liab le  d u rin g  a period. In cu rred  losses fo r a period are calculated 
by adding unpa id  losses a t the  end o f the  period to  losses pa id  d u rin g  the 
period and sub trac ting  unpa id  losses a t the beg inn ing  o f the period.
In d iv id u a l o r  ju d g m e n t ra tin g . A  m ethod o f de te rm in ing  prem ium s fo r large 
or unusua l risks  based on an eva lua tion  o f the in d iv id u a l risk .
In -fo rc e  p re m iu m s . Aggregate prem ium s from  a ll policies recorded before the 
specified date th a t have n o t expired or been canceled.
In la n d  m a rin e  in su ra n ce . Insurance coverage o f p rope rty  capable o f being 
transported  (o ther th an  transocean).
In s ta llm e n t p re m iu m s. Prem ium s payable period ica lly  ra th e r th an  in  a lum p 
sum a t the inception  o r effective date o f the  policy.
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In s u ra b le  va lu e . The stated va lue in  an insurance contract. I t  m ay be the cash 
o r m a rke t value, the declared value, o r the replacem ent value.
In s u ra n c e  expense e x h ib it. A  supplem ent to  the annua l s ta tem ent to be file d  
w ith  each Insurance D epartm en t u sua lly  by M ay 1, ra th e r th a n  on M arch 
1, the  day on w h ich  the  annua l s ta tem ent is due to  be filed . The net gain  
o r loss from  u n d e rw ritin g  fo r each lin e  o f business w ritte n  by the  company 
d u rin g  the  year reported  on is shown on th is  exh ib it.
In su ra n ce  R e g u la to ry  In fo rm a tio n  System  (IR IS ). A  system o f eleven tests 
based on studies o f fin a n c ia lly  troub led  companies compared to fin a n c ia lly  
sound companies. U sua l ranges are established under each o f the tests. 
The system  is in tended  to  assist in  id e n tify in g  companies re q u irin g  close 
surve illance (fo rm erly  called E a r ly  W a rn in g  S ys te m ).
In s u re d . The person whose life , p roperty , or exposure to lia b il ity  is  insured.
In te rin s u ra n c e  exchange o r re c ip ro c a l. A n  un incorpora ted  aggregation o f 
in d iv id u a ls  or firm s  called s u b s c rib e rs  who exchange insurance th rough  an 
a tto rney-in -fact. Each subscriber is therefore both an in su re r and an 
insured.
In te rm e d ia ry . A  reinsurance b roker who negotiates reinsurance contracts on 
b e h a lf o f the re insured  (ceding company) w ith  the  re insu re r.
In v e s tm e n t expenses. According to  the u n ifo rm  expense regu la tion , a ll ex­
penses incu rred  w h o lly  or p a r tia lly  in  connection w ith  the inves ting  o f 
funds and the  ob ta in ing  o f investm en t income.
Ju d g m e n t ra tin g . See I n d iv id u a l  o r  ju d g m e n t  r a t in g .
L ia b ilit ie s , led ge r. L ia b ilitie s  recorded in  a company’s general ledger.
L ia b ilit ie s , n o n le d g e r. L ia b ilitie s  no t recorded in  a company’s general ledger 
b u t ava ilab le  from  o the r basic records or sources.
L ia b ility  fo r  (c la im ) a d ju s tm e n t expenses. The am ount needed to provide 
fo r the estim ated u ltim a te  cost requ ired  to  investiga te  and settle  losses 
re la tin g  to  insured  events th a t have occurred on or before a p a rtic u la r date 
(o rd in a rily , the  balance sheet date), w he ther or no t reported  to  the in su re r 
a t th a t date.
L ia b ility  fo r  u n p a id  c la im s . The am ount needed to  provide fo r the  estim ated 
u ltim a te  cost o f se ttlin g  cla im s re la tin g  to  insured  events th a t have 
occurred on o r before a p a rtic u la r date (o rd in a rily , the balance sheet date). 
The estim ated lia b il ity  includes the  am ount o f money th a t w ill be requ ired  
fo r fu tu re  paym ents on both  (1) cla im s th a t have been reported to  the  
in su re r and (2) cla im s re la tin g  to insured events th a t have occurred b u t 
have no t been reported  to  the in su re r as o f the date the lia b il ity  is 
estim ated.
L in e . K in d  o f insurance. In  re la tio n  to  the  am ount an insurance company 
accepts on a r is k : (1) the l im it  a company has fixed  fo r its e lf as m axim um  
exposure on a class o f r is k  and (2) the actua l am ount the company has in  
fac t accepted on a single risk .
L o n g -d u ra tio n  c o n tra c t. A n  insurance contract th a t genera lly  is  not subject 
to  u n ila te ra l changes in  its  provisions, such as a noncancelable or g uaran­
teed renewable contract, and requires the perform ance o f various functions 
and services (in c lud ing  insurance pro tection) fo r an extended period.
Loss (c la im )-a d ju s tm e n t expenses. Expenses incu rred  in  the  course o f inves­
tig a tin g  and s e ttlin g  claim s. Loss-ad justm ent expenses include any legal 
and ad justers ’ fees and the costs o f paying  cla im s and a ll re la ted  expenses.
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Loss ra tio s . Expression in  te rm s o f ra tios  o f the  re la tio n sh ip  o f losses to 
prem ium s. Two ra tios  in  common usage are (1) pa id  loss ra tio — paid  losses 
d iv ided by w ritte n  p rem ium s or earned prem ium s, and (2) incu rre d  loss 
ra tio — incu rred  losses d iv ided  by earned prem ium s.
Loss reserves. A  te rm  used in  s ta tu to ry  accounting fo r the  lia b ility  fo r unpa id  
losses.
Losses. Claim s.
Losses, re p o rte d . Losses re su ltin g  from  accidents o r occurrences th a t have 
taken  place and on w h ich  the  company has received notices or reports  o f 
loss.
M a in te n a n ce  costs. Costs associated w ith  m a in ta in in g  records re la tin g  to 
insurance contracts and w ith  the  processing o f p rem ium  collections and 
commissions.
M a n u a l ra tin g . See C la s s  o r  m a n u a l r a t in g .
M a rk e t co n d u c t e x a m in a tio n . A  review  o f an insurance company’s sales, 
advertis ing , u n d e rw ritin g , r is k -ra tin g , and claim s practices th a t m ay 
affect policyholders o r c la im ants. I t  m ay be perform ed by or on b eh a lf o f 
regu la to ry  au tho rities .
M e r it ra tin g . A n y  o f various m ethods o f de te rm in ing  prem ium s by w hich  
standard  rates are adjusted fo r eva lua tion  o f in d iv id u a l risks  or fo r the 
insureds’ past o r cu rren t experience.
M o n th ly  p ro  ra ta . A  basis used fo r ca lcu la tion  o f unearned prem ium s in vo lv ­
ing  the  assum ption th a t the  average date o f issue o f a ll policies w ritte n  
d u rin g  any m on th  is the  m idd le  o f th a t m onth.
M o rb id ity . The re la tive  incidence o f d is a b ility  because o f disease o r physical 
im pa irm en t.
M ortg ag e  g u a ra n ty  in s u ra n c e  e n te rp ris e . A n  insurance ente rp rise  th a t is ­
sues insurance contracts th a t guarantee lenders, such as savings and loan 
associations, aga inst nonpaym ent by m ortgagors.
M ortg ag e  s e rv ic in g  agen t. A n  agent servic ing m ortgage loans fo r the m o rt­
gagee a t a prescribed ra te  under a contractua l agreement.
M u tu a l com pany. Cooperative n on p ro fit association o f persons whose p u r­
pose is to insu re  them selves aga inst va rious risks.
N A IC  (N a tio n a l A sso c ia tio n  o f In s u ra n c e  C om m iss ione rs). A n  association 
o f the  Insurance Com m issioners o f va rious states in  the  U n ite d  States.
N e t p re m iu m s  fo r  lo n g -d u ra tio n  in su ra n ce  co n tra c ts . The p o rtio n  o f the 
gross p rem ium  requ ired  to  provide fo r a ll benefits and expenses.
N e t p re m iu m s  fo r  s h o rt-d u ra tio n  c o n tra c ts . Prem ium s w ritte n  or received 
on d irec t and assumed business, less re tu rn  prem ium s and less re in su r­
ance ceded prem ium s.
O cean m a rin e  in su ra n ce . Coverage fo r (1) a ship and its  equ ipm ent, (2) the 
cargo, (3) the  fre ig h t pa id  fo r use o f the ship, and (4) lia b il ity  to th ird  parties 
fo r damages.
O rig in a l p re m iu m . The p rem ium  fo r the fu ll te rm  o f a policy. In  case the  policy 
has been changed, the  o rig in a l p rem ium  can be determ ined by m u ltip ly in g  
the am ount cu rre n tly  insu red  by the la te s t p rem ium  ra te  shown on the 
po licy o r an endorsem ent o f the  policy.
P a id  losses. D isbursem ents fo r losses d u rin g  the  period.
P a rtic ip a tin g  com pany. A n  insurance company th a t pa rtic ipa tes in  an in s u r­
ance pool, association, o r syndicate.
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P a rtic ip a tin g  in su ra n ce . Insurance in  w h ich  the  po licyho lder is e n title d  to 
p a rtic ip a te  in  the earnings or surp lus o f the insurance enterprise . The 
p a rtic ip a tio n  occurs th rough  the  d is tr ib u tio n  o f d ividends to  policyholders.
P e r il. C lassifica tion  o f loss occurrences insured  against, such as fire , w ind ­
storm , co llis ion , h a il, bod ily  in ju ry , p rope rty  damage, o r loss o f p ro fits .
P e rso n a l lin e s . K inds o f insurance policies issued to  ind iv id ua ls .
P o lic y h o ld e r d iv id e n d s . Paym ents made o r cred its  extended to  the insured 
by the  company, u sua lly  a t the  end o f a policy year, th a t re s u lt in  reducing  
the  ne t insurance cost to  the policyho lder. Such d ividends m ay be pa id  in  
cash to  the  insureds o r app lied by the insureds as reductions o f the 
p rem ium s due fo r the  next po licy year.
P o lic y  ye a r. The year d u rin g  w h ich  a policy is effective.
P o o lin g . Practice o f sharing  a ll business o f an a ffilia te d  group o f insurance 
companies among the  members o f the  group.
P o rtfo lio  re in s u ra n c e . Reinsurance on a b u lk  basis. Occurs freq ue n tly  a t the 
inception  o r te rm in a tio n  o f a reinsurance tre a ty . A lso used as a means by 
w h ich  a company m ay re tire  from  a p a rtic u la r agency o r te rr ito ry  o r from  
the  insurance business e n tire ly .
P re m iu m . The consideration pa id  fo r an insurance contract.
P re m iu m  d e fic ie n c y . F or sh o rt-du ra tion  contracts, the  am ount by w h ich  an­
tic ipa te d  losses, loss-ad justm ent expenses, po licyho lder d ividends, unam ­
o rtize d  a cq u is itio n  costs, and m aintenance expenses exceed re la ted  
revenues.
P re m iu m  re g is te r. L is tin g  o f policies issued, genera lly  in  po licy-num ber o r­
der. N o rm a lly  com puter generated.
P re m iu m  taxes. Taxes levied  a t v a ry in g  rates on insurance companies by the 
va rious states on p rem ium s w ritte n .
P re m iu m s  w r itte n . The prem ium s on a ll policies a company has issued in  a 
period o f tim e , as opposed to  E a rn e d  p re m iu m s .
P ro fit  C om m issions. The a dd itio na l commissions the  ceding company is en­
tit le d  to  receive from  the re insu re r based upon experience to  date.
P ro o f o f loss. A  sworn s ta tem ent fu rn ished  by an insu red  to  the ca rrie r se tting  
fo rth  the  am ount o f loss claim ed. T h is fo rm , w h ich  is u sua lly  used in  the 
se ttlem ent o f firs t-p a rty  losses, includes the date and descrip tion  o f the 
occurrence, am ount o f loss claim ed, in te rested  insure rs, and so on.
P ro p e rty  a nd  l ia b il i t y  in su ra n ce  e n te rp ris e . A n  enterprise  th a t issues in ­
surance contracts p ro v id ing  p ro tection  aga inst (1) damage to, or loss of, 
p rope rty  caused by various perils , such as fire  and th e ft, or (2) legal lia b ility  
re su ltin g  from  in ju rie s  to  o ther persons or damage to th e ir  p roperty. 
P roperty  and lia b il ity  insurance enterprises also can issue accident and 
h ea lth  insurance contracts. The te rm  p ro p e r ty  a n d  l i a b i l i t y  in s u ra n c e  
e n te rp r is e  is  the  cu rre n t te rm ino logy used to  describe a fire  and casualty 
insurance enterprise . P rope rty  and lia b il ity  insurance enterprises m ay be 
e ith e r stock or m u tu a l organizations.
P ro  ra ta  re in s u ra n c e . The re insured  and the re in su re r p a rtic ip a te  in  the 
p rem ium s and losses on every r is k  th a t comes w ith in  the scope o f the 
agreem ent in  fixed  p roportion.
Q uota -sha re  re in s u ra n c e . A  fo rm  o f pro ra ta  reinsurance. A  re insurance o f a 
ce rta in  percentage o f a ll the  business or ce rta in  classes o f o r parts  o f the 
business o f the  re insured. F or example, a company m ay re insure  under a 
quota-share tre a ty  50 percent o f a ll o f its  business or 50 percent o f its  
autom obile business.
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R a tin g  b u re a u . A n  organ iza tion  supervised by state reg u la to ry  a u th o rities  
th a t assists m em ber companies in  ob ta in ing  approval fo r p rem ium  rates.
R e c ip ro c a l o r  in te r in s u ra n c e  exchanges. A  group o f persons, firm s , o r cor­
porations (com m only re fe rred  to  as s u b s c r ib e rs )  th a t exchange insurance 
contracts th rough  an a tto rn ey-in-fact (an a tto rney  authorized by a person 
to  act in  th a t person’s behalf).
R e in s ta te m e n t. A  res to ra tion  o f a lapsed contract to  an active status. A ll 
contracts conta in  a provis ion  s ta tin g  the  conditions u nder w h ich  re ins ta te ­
m ent w ill be allowed.
R e in su ran ce . A  transaction  in  w h ich  a re insu re r (a s s u m in g  e n te rp r is e ), fo r a 
consideration (p re m iu m ) ,  assumes a ll or p a rt o f a r is k  undertaken  o rig i­
n a lly  by another in su re r (c e d in g  e n te rp r is e ). However, the  legal rig h ts  o f 
the  insured  are no t affected by the  reinsurance transaction , and the 
insurance ente rp rise  issu ing  the insurance contract rem ains liab le  to  the  
insured  fo r paym ent o f po licy benefits.
R e in su ra n ce  assum ed p re m iu m s . A ll prem ium s (less re tu rn  p rem ium s) a ris ­
in g  from  policies issued to  assume a lia b ility , in  whole or in  p a rt, o f another 
insurance company th a t is a lready covering the r is k  w ith  a policy.
R e in su ran ce , a u th o riz e d . Reinsurance placed w ith  companies authorized  to 
tran sac t business in  the  sta te  o f filin g .
R e in su ran ce , u n a u th o riz e d . Reinsurance placed w ith  companies n o t au tho r­
ized to  transact business in  the  sta te  o f filin g .
R e in su ra n ce  ceded p re m iu m s . A ll prem ium s (less re tu rn  p rem ium s) a ris ing  
from  policies o r coverage purchased from  another insurance company fo r 
the  purpose o f tra n s fe rr in g  a lia b ility , in  whole o r in  p a rt, assumed from  
d irec t o r re insurance assumed policies.
R e in su ran ce  in  fo rc e . Aggregate p rem ium s on a ll re insurance ceded business 
recorded before a specified date th a t have not ye t expired or been canceled.
R e in su ra n ce  in te rm e d ia rie s . Brokers, agents, m anaging general agents, and 
s im ila r e n titie s  th a t b rin g  together reinsurance purchasers and sellers.
R e in su ran ce  rece iva b le s . A ll am ounts recoverable from  re insurers  fo r paid  
and unpa id  cla im s and c la im  se ttlem ent expenses, inc lu d ing  estim ated 
am ounts receivable fo r unse ttled  c la im s, cla im s incu rre d  b u t n o t reported, 
or policy benefits.
R e p o rte d  c la im s . C laim s re la tin g  to insured  events th a t have occurred and 
have been reported  to  the  in su re r and re insu re r as o f the  date o f the  
fin a n c ia l s ta tem ents, as opposed to  incu rred-bu t-no t-repo rted  (IB N R ) 
claim s.
R e p o rtin g  fo rm  c o n tra c t. Insurance contract fo r w h ich  the  p rem ium  is ad­
jus ted  a fte r the contract te rm  based on the  value o f the insured  property.
R e te n tio n . The net am ount o f any r is k  a company does no t re insure  b u t keeps 
fo r its  own account.
R e tro a c tiv e  com m issions. Com m issions pa id  to agents o r brokers fo r w h ich  
the  fin a l am ount is determ ined based on the  insu red ’s loss experience.
R e tro a c tiv e  re in s u ra n c e . Reinsurance in  w h ich  an assum ing e n tity  agrees to 
re im burse  a ceding e n tity  fo r lia b ilit ie s  incu rre d  as a re s u lt o f past in s u r­
able events covered under contracts subject to the  reinsurance. A  re in su r­
ance contract m ay include both  prospective and re troactive  re insurance 
provisions.
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R etrocess ion . A  reinsurance o f re insurance assumed. F or exam ple, B accepts 
re insurance from  A , and B in  tu rn  re insures w ith  C the whole or a p a rt o f 
the  re insurance B assumed from  A. The reinsurance ceded to  C by B is 
called a re tro ce ss io n .
R e tro sp e c tive  e xpe rie nce  ra tin g . A  m ethod o f d e te rm in ing  f in a l p rem ium  in  
w h ich  the in it ia l p rem ium  is adjusted d u rin g  the period o f coverage based 
on actua l experience d u rin g  th a t same period.
R e tro sp e c tive  p re m iu m . P rem ium  determ ined a fte r e xp ira tion  o f the  policy 
based on the  loss experience u nder the  policy. The in it ia l p rem ium  charged 
on such policies is re fe rred  to  as the  standard  p rem ium .
R e tu rn  p re m iu m s . A  prem ium  re fund  due the  insu red  from  an endorsem ent 
o r cancella tion.
R id e r. Endorsem ent to  an insurance contract th a t m odifies clauses and pro­
visions o f the contract, e ith e r adding, excluding, or lim it in g  coverage.
R isk . See H a z a rd .
R is k  o f adverse  d e v ia tio n . A  concept used by life  insurance enterprises in  
es tim a ting  the lia b ility  fo r fu tu re  policy benefits re la tin g  to  long-dura tion  
contracts. The r is k  o f adverse dev ia tion  a llows fo r possible unfavorable  
devia tions from  assum ptions, such as estim ates o f expected investm en t 
yie lds, m o rta lity , m o rb id ity , te rm ina tions , and expenses. The concept is 
re fe rred  to  as r is k  lo a d  when used by p rope rty  and lia b ility  insurance 
enterprises.
R isk-based  c a p ita l (R BC ) re q u ire m e n ts . R egula tory and ra tin g  agency ta r ­
geted surp lus based on the re la tio n sh ip  o f s ta tu to ry  surp lus, w ith  ce rta in  
adjustm ents, to  the  sum o f stated percentages o f each e lem ent o f a specified 
lis t  o f e n tity  r is k  exposures.
R u n o ff d a ta . See D e v e lo p m e n t ( ru n o f f )  o f  loss reserves.
S alvage. The am ount received by an in su re r from  the  sale o f p rope rty  (usua lly  
damaged) on w h ich  the in su re r has pa id  a to ta l c la im  to  the  insured  and 
has obta ined t it le  to  the  property.
S chedu le  ra tin g . A  m ethod o f d e te rm in ing  the p rem ium  by w h ich  a standard 
ra te  is adjusted based on an eva lua tion  o f the re la tive  exposure to ris k .
S h o rt-d u ra tio n  c o n tra c t. A  contract th a t provides insurance pro tection  fo r a 
fixed  period o f short d u ra tio n  and enables the  in su re r to  cancel the contract 
or to  ad just the  provisions o f the contract a t the  end o f any contract period, 
such as ad jus ting  the  am ount o f prem ium s charged or coverage provided.
S pread-loss tre a ty . A  contract on an excess-of-loss basis designed to  pay 
ce rta in  losses over a g iven o r s tip u la ted  am ount and to  average such losses 
over a period o f years. F ive  years is the usua l period, w ith  the  p rem ium  
adjustab le  w ith in  fixed  m in im u m  and m axim um  lim its  according to  the 
company’s experience. Such a contract protects the  ceding company aga inst 
shock losses and spreads those costs over the  g iven period, subject to the 
m axim um  and m in im u m  p rem ium  each year.
S ta tu to ry  a c c o u n tin g  p ra c tic e s . A ccounting  p rinc ip les requ ired  by s ta tu te , 
regu la tion , or ru le , or p e rm itted  by specific approval th a t an insurance 
ente rp rise  is requ ired  to fo llow  in  p repa ring  its  annua l s ta tem ent fo r 
subm ission to  sta te  insurance departm ents.
S ta tu to ry  loss rese rves. The am ount by w h ich  reserves requ ired  by law  on 
bod ily  in ju ry  and w orkers ’ com pensation losses exceeds the  case-basis loss 
and loss-expense reserves ca rried  by a company fo r such losses.
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S to ck  com pan ies. C orporations organized fo r p ro fit to o ffe r insurance against 
va rious risks.
S top-loss re in s u ra n c e . K in d  o f excess re insurance also called excess-of-loss 
ra tio . Provides th a t the in su re r w ill su ffe r the loss in  its  e n tire ty  u n t il the 
to ta l am ount o f the loss is such th a t the loss ra tio  (losses d iv ided  by, 
prem ium s) exceeds an agreed loss ra tio , a fte r w h ich  the re in su re r re im ­
burses the in su re r the am ount needed to  b rin g  the loss ra tio  down to the 
agreed percentage.
S u b ro g a tio n . The r ig h t o f an in su re r to  pursue any course o f recovery o f 
damages, in  its  name or in  the name o f the  policyholder, aga inst a th ird  
p a rty  who is liab le  fo r costs re la tin g  to an insured  event th a t have been 
paid  by the  insu re r.
S u re ty  bond . Insurance coverage th a t provides com pensation to  a th ird  p a rty  
fo r the  insu red ’s no t perfo rm ing  specified acts w ith in  a stated period.
S u rp lu s  lin e s . R isks no t f it t in g  norm a l u n d e rw ritin g  pa tte rns, in vo lv in g  a 
degree o f r is k  th a t is  no t com m ensurate w ith  standard  rates o r th a t w ill 
not be w ritte n  by s tandard  ca rrie rs because o f general m a rke t conditions. 
Policies are bound or accepted by ca rrie rs  not licensed in  the ju r is d ic tio n  
where the r is k  is located, and genera lly  are no t subject to regu la tions 
govern ing p rem ium  rates or policy language.
S u rp lu s  share  re in s u ra n c e . Reinsurance on a pro ra ta  basis o f on ly  those 
risks  on w h ich  coverage exceeds a stated am ount.
S u rp lu s  tre a ty  re in s u ra n c e . A  tre a ty  on a pro ra ta  basis re in su rin g  surp lus 
lia b il ity  on va rious risks. The re insu re r shares the  gross lines o f the  ceding 
company. The am ount re insured  varies according to  d iffe re n t classes o f 
risks  and the  ne t re te n tio n  th a t the  ceding company wishes to re ta in  fo r 
its  own account. Ceding companies freq ue n tly  have several layers o f 
surp lus trea ties  so th a t they m ay accommodate ve ry  large risks ; usua lly , 
the  re in su re r’s p a rtic ip a tio n  in  any one surp lus tre a ty  is lim ite d  to  a ce rta in  
m u ltip le  o f the ceding company’s re ten tion . P rem ium s and losses are 
shared by the  re insu re r and the ceding company on a pro ra ta  basis in  
p ropo rtion  to the  am ount o f r is k  insured  o r re insured  by each. T h is is one 
o f the oldest form s o f tre a ty  reinsurance and is s t i l l  in  common use in  fire  
reinsurance.
S ynd ica tes. See A s s o c ia tio n s , p o o ls , a n d  s y n d ic a te s .
T e rm in a tio n . In  general, the  fa ilu re  to renew  an insurance contract.
T itle  in s u ra n c e  e n te rp ris e . A n  enterprise  th a t issues t it le  insurance con­
trac ts  to  rea l estate owners, purchasers, and m ortgage lenders, indem n i­
fy in g  them  against loss or damage caused by defects in , liens on, or 
challenges to  th e ir  title s  on rea l estate.
T re a ty . A  contract o f re insurance.
T re a ty -b a s is  re in s u ra n c e . The autom atic  re insurance o f any agreed-on por­
tio n  o f business w ritte n  as specified in  the reinsurance contract.
U ltim a te -d e ve lo p e d -co s t m e th od . A  m ethod  o f e s tim a tin g  loss reserves 
based on a s ta tis tica l average o f the u ltim a te  cost o f a ll c la im s in  a 
p a rtic u la r line .
U n d e rw ritin g . The process by w h ich  an insurance company determ ines 
w he ther and fo r w ha t p rem ium  i t  w ill accept an app lica tion  fo r insurance.
U n e a rn e d  p re m iu m s . The pro ra ta  p o rtion  o f the p rem ium s in  force applica­
ble to the  unexpired  period o f the  policy te rm .
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W o rke rs ’ co m p en sa tio n  in su ra n ce . Coverage th a t provides com pensation 
fo r in ju rie s  sustained by employees in  th e ir  em ploym ent.
Zone e x a m in a tio n . A n  exam ina tion  o f an insurance company undertaken  by 
on or b e h a lf o f regu la to ry  au th o ritie s  in  a group o f states.
AAG-PLI GLO
B ib lio g rap h y 573
Bibliography
The fo llo w in g  pub lica tions w ill assist the  a u d ito r in  g a in in g  add itio na l kn ow l­
edge about the  insurance ind us try .
Accounting and Auditing
C asualty A c tu a ria l Society. A c tu a r ia l  S c ience  B ib lio g ra p h ie s .
________ . P ro ce e d in g s . N ew  Y ork: CAS, annual.
________ . S ta te m e n t o f  P r in c ip le s  R e g a rd in g  P ro p e r ty  a n d  C a s u a lty  L o s s  a n d
L o ss  A d ju s tm e n t  E xpe nse  R eserves. N e w  Y o rk : C A S , 1978.
C onning &  Company. F in a n c ia l A u d i t  S e rv ice . H a rtfo rd , Conn.: C onning &  
Company, qua rte rly .
N a tio na l Association o f Insurance Com m issioners. A c c o u n t in g  P ra c tic e s  a n d  
P ro c e d u re s  M a n u a l f o r  P ro p e r ty  a n d  C a s u a lty  In s u ra n c e  C o m p a n ie s . 
Kansas C ity , M O : N A IC , period ic updates.
________ . T he  E x a m in e rs  H a n d b o o k . Kansas C ity , M o.: N A IC , period ic updates.
N a tio na l Association o f Insurance Com m issioners. U s in g  th e  N A IC  In s u ra n c e  
R e g u la to ry  S ys tem . Kansas C ity , M o.: N A IC .
N ew  Y o rk  State Insurance D epartm en t (Prepared under the  d irection  o f 
D eputy S uperin tenden t A de lbe rt S traub.) “E xam ina tion  o f Insurance 
Com panies” (lecture  series), vols. 1-7. N ew  Y ork: N Y S ID , 1953-55.
S tra in , R.W. (ed.) R e in s u ra n c e . New Y ork: College o f Insurance, 1980.
S tra in , R.W. (ed.) P r o p e r ty - L ia b i l i t y  In s u ra n c e  A c c o u n tin g . D urham , N.C.: 
IA S A , period ic updates.
General
A .M . Best Co. B e s t's  A g g re g a te  a n d  A v e ra g e s : P ro p e r ty -L ia b i l i ty .  O ldw ick, N .J.: 
A .M . Best, annual.
Long, John D., and Gregg, D avis W. (eds.) P ro p e r ty  a n d  L ia b i l i t y  In s u ra n c e  
H a n d b o o k . Homewood, I l l .: R ichard  D. Irw in , 1965.
M ichelbacher, G.F., and Roos, N elson R. M u lt ip le - L in e  In s u re rs , T h e ir  N a tu re  
a n d  O p e ra tio n . M anchester, Mo.: M cG ra w -H ill, (1957) 1970.
R einarz, Robert C. P ro p e r ty  a n d  L ia b i l i t y  R e in s u ra n c e  M a n a g e m e n t. F u lle rto n , 
C a lif.: M ission  P ub lish ing  Co., 1968.
Journals
B e s t’s R e v ie w —P ro p e r ty - L ia b i l i t y  E d i t io n  (m onth ly). A .M . Best Co., O ldw ick, 
N .J. 07960.
B u s in e s s  In s u ra n c e  (w eekly). C ra in  C om m unications, Inc., D e tro it, M ich. 
48207.
T he  N a t io n a l U n d e rw r ite r— P ro p e r ty  a n d  C a s u a lty  (weekly). Insurance E d i­
tion . N a tio n a l U n d e rw rite r Co. C inc inn a ti, Ohio 45202.
T he  J o u r n a l o f  R is k  a n d  In s u ra n c e  (qu a rte rly ). A m erican  R isk and Insurance 
Association, U n iv e rs ity  o f C en tra l F lo rida , O rlando, F la. 32816.
T he  In te rp re te r  (m onth ly). Insurance Accounting  Systems Association, Inc. 
D urham , N.C. 27717.
P ro ce e d in g s . Insurance A ccounting  Systems Association, Inc. D urham , N.C. 
27717.
AAG-PLI BIB
Rating Organizations
A .M . Best Com pany publishes tw o reference guides th a t are usefu l in  deter­
m in in g  an in su re r’s fin a n c ia l position. B e s t’s In s u ra n c e  R e p o rts : P ro p e r ty  
a n d  L ia b i l i t y  is a comprehensive analysis o f v ir tu a lly  a ll p rope rty  and 
lia b ility  insure rs. B e s t’s K e y  R a t in g  G u id e : P ro p e r ty  a n d  L ia b i l i t y  is a 
sm a lle r and less comprehensive book, b u t also includes usefu l in fo rm a tion .
D e m o te ch  
D u f f  &  P h e lp s  
M o o d y ’s In v e s to rs  S e rv ice  
S ta n d a rd  &  P o o r ’s
574 Property and L ia b ility  Insurance Companies
AAG-PLI BIB
AICPA RESOURCE: Accounting & Auditing Literature
T h e  A IC P A  h a s  c re a te d  a u n iq u e  o n lin e  re s e a rc h  to o l by  c o m b in in g  th e  p o w e r  
a n d  s p e e d  o f  th e  W e b  w ith  c o m p re h e n s iv e  a c c o u n t in g  a n d  a u d it in g  s ta n d a rd s .  
AICPA RESOURCE in c lu d e s  A lC P A 's  a n d  F A S B 's  l ib ra r ie s :
•  A IC P A  P ro fe s s io n a l S ta n d a rd s
•  A ICPA T e c h n ic a l P ra c tic e  A id s
•  A lC P A 's  A c c o u n t in g  T re n d s  &  T e c h n iq u e s
•  A IC P A  A u d it  a n d  A c c o u n t in g  G u id e s
•  A IC P A  A u d it  R is k  A le r ts
•  FASB O r ig in a l P ro n o u n c e m e n ts
•  FASB C u rre n t T ex t
•  E ITF A b s tra c ts
•  FASB Im p le m e n ta t io n  G u id e s
•  F A S B 's  C o m p re h e n s iv e  T o p ic a l In d e x
S e a rc h  f o r  p e r t in e n t  in fo r m a t io n  f r o m  b o th  d a ta b a s e s  b y  k e y w o rd  a n d  g e t  th e  
r e s u lt s  ra n k e d  b y  re le v a n c y . P r in t  o u t  im p o r ta n t  AICPA RESOURCE s e g m e n ts  
a n d  in te g ra te  th e  l i te r a tu r e  in to  y o u r  e n g a g e m e n ts  a n d  f in a n c ia l  s ta te m e n ts .  
A v a ila b le  fro m  a n y w h e re  y o u  h a ve  In te rn e t  a c c e s s ,  th is  c o m p re h e n s iv e  re fe r ­
e n c e  lib ra ry  is  p a c k e d  w ith  th e  A  &  A  g u id a n c e  y o u  n e e d — a n d  u s e — th e  m o s t.  
B o th  l ib ra r ie s  a re  u p d a te d  w ith  th e  la te s t  s ta n d a rd s  a n d  c o n fo rm in g  c h a n g e s .
AICPA+FASB reference lib raries, one-year ind iv idua l online subscrip tion
N o . ORF-XX
A IC P A  M e m b e r  $ 8 9 0 . 0 0  
N o n m e m b e r  $ 1 , 1 1 2 . 5 0
AICPA reference library, one-year ind iv idua l on line subscrip tion
N o . O R S-XX
A IC P A  M e m b e r  $ 3 9 5 . 0 0  
N o n m e m b e r  $ 4 9 3 . 7 5
AICPA RESOURCE a ls o  o f fe r s  o v e r  5 0  a d d it io n a l  s u b s c r ip t io n  p ro d u c ts — lo g  
o n to  w w w .c p a 2 b iz .c o m /A IC P A re s o u rc e  fo r  d e ta i ls .
For more inform ation or to  order, log onto 
www.cpa2biz.com /AICPAresource, or ca ll 1-888-777-7077.
For additional copies of the Property and L iab ility  Insurance Companies A ud it &  
Accounting Guide or to  automatically receive an annual update — immediately 
upon its  release —  call 1-888-777-7077.
A dd itiona l P roperty  and L ia b ility  Insurance C om panies P ub lica tion s  
Insurance Companies Audit Risk A lert (ARA)
Find ou t about current econom ic, regulatory and pro fess ional developm ents before you 
perform your audit engagement. This ARA will make your audit planning process more effic ient 
by giving you concise, relevant information tha t shows you how current developments may 
im pact your c lien ts and your audits.
2 0 0 3 /0 4  (0 2 2 3 5 4 )  AICPA M em ber $ 2 5 ; N onm em ber $ 3 1 .2 5
Checklists and Illustrative Financial Statements for Property and Liability 
Insurance Com panies
Developed by the AlCPA's staff, th is practice aid is an invaluable tool to both preparers and audi­
tors of health care organizations financial statements. This checklist has been updated to reflect 
recent AICPA and FASB pronouncements. 2 0 0 3  (00 89 64)
Audit and Accounting Guides — 2004 Industry Guides
With conform ing changes as o f May 1, 2004 .
Each —  AICPA Member $47 ; Nonmember $5 8 .7 5
• A gricultu ral Producers and Agricultural Cooperatives (012684)
• Airlines (2003 ) (012693)
• Brokers and Dealers in Securities  (012704)
• Casinos  (012714)
• Common In te rest Realty A ssociations  (01 25 74)
• Construction Contractors  (012584)
• D epository and Lending Ins titu tions: Banks and Savings Institu tions, Credit Unions, 
Finance Companies, and Mortgage Companies (as o f  March 1, 2 0 0 4 )  (01 27 33)
• Government Aud iting  S tandards and C ircular A -133 Audits  (012744)
• Employee B enefit Plans (as o f March 1, 2 0 0 4 )  (012594)
• Entities With Oil and Gas Producing A ctiv ities  (012654)
• Federal Government Contractors (01 26 04)
• Health Care Organizations (as o f  January 1, 2 0 0 3 )  (012614)
• Investm ent Companies (012624)
• Life & Health Insurance Entities  (01 26 34)
• Not-for-Profit Organizations (012644)
• Property and L iab ility  Insurance Cos. (012674)
• Audits o f  S tate and Local Governmental Units (2 0 0 3  Non-GASB 34  Edition) (01 25 63)
• State and Local Governments (GASB 3 4  Edition) (01 26 64)
Audit and Accounting Guides — General Guides
Each —  AICPA Member $47; Nonmember $5 8 .7 5
• Analytica l Procedures (2004) (012544)
• Aud it S am pling (20 01 )  (012530)
• A ud iting Derivative Instrum ents, Hedging A ctivities, and Investm ents  
in S ecurities (20 01 ) (012520)
• A ud iting Revenue in Certain Industries (2004 ) (012514)
• Consideration o f  In ternal Control in a F inancial S ta tem ent Aud it (1996) (012451)
• Personal F inancial S tatem ents (2003 ) (01 27 53 )
• Prospective Financial Inform ation (20 03 ) (01 27 23)
• Service Organizations: Applying SAS No. 70, as Am ended (2004 ) (01 27 74)
• Use o f  Real Estate Appraisa l Inform ation (1997 ) (01 31 59 )
To order call the  AICPA a t 1-888-777-7077, or fax to  1-800-362-5066 
or log on to  www.cpa2biz.com
Prices do not include sales tax or shipping & handling. Prices may be subject to change without notice.
012674
